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economic relations which is con- 
tained in the provisions of the Bretton 
Woods agreements, the Anglo-American 
loan agreement, and the American 


0 SOME English critics of the pro- 
gram for postwar international 


Trade Policy proposals, one of the major 
defects of the program is that it reverts 


to nineteenth-century doctrines and 
practices for its inspiration. This pro- 
gram is largely in the spirit of nineteenth- 
century doctrine and, incidentally, a 
predominantly British doctrine which 
American opinion embraced only as 
British opinion began to abandon it. It 
is not prima facie, however, a very 
damaging charge to make against pro- 
posals in the international economic field 
that they are more in the spirit of John 
Stuart Mill and Richard Cobden than of 
Smoot-Hawley and Schacht. 

The harmony of the present program 


* Reprinted, with the kind permission of the au- 
thor and the editor, from Lloyd’s Bank Review, 
October, 1946, pp. 3-17. 

It is not the Journal’s general policy to republish 
articles which have appeared elsewhere. Neverthe- 
less, in view of the interest and comment of those 
who have been able to read Professor Viner’s article, 
the Journal is pleased to make it accessible to a 
broader professional audience. 


with liberal nineteenth-century doctrine 
is especially close with respect to the 
underlying postulates of the program: 
(1) that movement in the direction of 
freer trade is movement in a direction 
beneficial to those who so move and to 
mankind in general; (2) that equality of 
treatment as between foreign countries 
or “unconditional most-favoured nation 
treatment” should, on both economic 
and political considerations, be accepted 
as far as is at all practicable as a govern- 
ing principle in the economic relations 
between separate political units; and (3) 
that the device of exchange control as an 


instrument of trade regulation, the use 


of national economic strength as an in- 
strument of political coercion, and the 
devices of import prohibitions and of the 
exploitation of nationai monopoly power 
in the international economic field, de- 
spite their revival during the Great De- 
pression, despite their elaboration and 
perfection by Nazi Germany, despite 
even their possible merits during periods 
of disruption and economic anarchy, do 
not provide a satisfactory basis, eco- 
nomic, political, or even moral, for a 
pattern of international economic rela- 
tionships in a reasonably healthy, stable, 
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peace-seeking, and prosperous postwar 
world. 

It would be a serious mistake, how- 
ever, to overlook the substantial extent 
to which the specific objectives of the 
program go beyond what either pre- 
vailed or was being actively promoted 
in the nineteenth century and the even 
greater extent to which the program 
either accepts as inevitable or advocates 
as desirable procedures and practices in 
the economic relations between states 
which were undreamed of in the nine- 
teenth century. In the nineteenth cen- 
tury the proper economic role of govern- 
ment in the international as in the do- 
mestic field was regarded as consisting 
primarily of abandonment of and re- 
pentance for past errors of commission 
and of avoidance of new positive activity 
because of the supposedly strong gen- 
eral presumption that, like old interfer- 
ences, it would be injurious rather than 
beneficial to the national economic wel- 
fare. The program is intended, on the 
American side at least, to preserve con- 
siderable scope for private initiative in 
the international economic field and to 
protect countries wishing to preserve 
free internal markets from being forced 
through external pressures to take over 
from private hands the management or 
operation of foreign trade. But it goes far 
beyond any accredited standards of the 
nineteenth century in the extent to 
which it looks toward an active role for 
governments in the international eco- 
nomic field. 

I will deal here with only one area of 
possible governmental positive activity 
in the international field with which the 
program has much concerned itself: the 
field of international long-run capital in- 
vestment. I will approach the problems 
and potentialities of international invest- 
ment primarily from a world, or cosmo- 
politan, point of view and will begin by 
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a brief exposition of the functions of 
international investment. None of this 
may be exactly new, but it does, I be- 
lieve, involve some departure from the 
established patterns of distribution of 
emphasis in this field. 

The basic argument for international 
investment of capital is that under 
normal conditions it results in the move- 
ment of capital from countries in which 
its marginal value productivity is low to 
countries in which its marginal value 
productivity is high and that it thus 
tends toward an equalization of marginal 
value productivity of capital throughout 
the world and consequently toward a 
maximum contribution of the world’s 
capital resources to world production 
and income. The competent economist 
knows that this reasoning, at best, estab- 
lishes only a strong presumption that 
international investment is a desirable 
phenomenon from a world point of view 
and that the statesman, even if able to 
rise above purely national considera- 
tions, would always be justified in raising 
some questions not adequately disposed 
of by this argument. 

For example, under private enterprise, 
capital moves internationally in re- 
sponse to two main considerations: (1) 
levels of prospective interest or other 
earnings to the capitalist according to 
the location of his investment and (2) the 
capitalist’s desire for regional diversifica- 
tion of investment on insurance prin- 
ciples. When the latter consideration is 
powerful, and when much weight is 
given to political risks, such as currency 
depreciation, heavy taxation, or anti- 
capitalist revolution, capital mobility 
may degenerate into “capital flight.” A 
presumptive though not a decisive cri- 
terion of capital flight is that the capital 
moves from a region where, for invest- 
ments which except for their location are 
as similar as possible, interest rates are 
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high to regions where interest rates are 
lower. Flow of capital in what seems an 
upstream direction—that is, from high- 
interest to low-interest markets—is not 
proof of capital flight wherever the 
nature of the investment is not closely 
identical. Conversely, it is not evidence 
that a capital movement does not con- 
stitute a flight movement when it is 
demonstrated that it is movement to a 
region of higher-interest rates. Interest 
rates have never been completely equal- 
ized internationally. Even within the 
United States for some kinds of invest- 
ment the regional differentials between 
rates, say, in Massachusetts and Mis- 
sissippi, or Vermont and Texas, are prob- 
ably nearly as high as they were seventy- 
five or one hundred years ago. Capital 
flight, therefore, may merely reinforce 
normal investment flows without result- 
ing in a reversal of a long-standing order 
of difference in rates between two coun- 
tries. When the fat of capitalists is on the 
fire throughout much of the world, the 
capitalists tend to display a fine taste in 
frying pans, and the distant fire may 
seem less hot than the near one, so that 
movements of flight-capital may not only 
cross each other’s paths but may follow 
the identical paths in opposite directions. 
That flight-capital is a pathological phe- 
nomenon calling for special treatment, 
there will be wide agreement. The diffi- 
culty is in identifying it and in discover- 
ing the appropriate and effective remedy. 

More important in the past than flight 
movements of capital, which were, be- 
fore 1929, unusual, were the various fac- 
tors which made prospective interest 
rates or other rewards to individual 
capitalists an unreliable index of the 
social productivity of capital. 

Let us assume a country where saving 
is widespread, where business enterprise 
is predominantly small scale, but where 
the collection and investment of small 


savings has been thoroughly organized 
on a large-scale basis. Let us assume 
also that expensive overhead costs and 
other conceivable factors make it un- 
profitable for these large-scale collectors 
and distributors of savings to make small 
loans and that foreign borrowers willing 
to borrow in large units are abundant, 
while domestic borrowers of this type are 
few. Under these circumstances there 
will be an uneconomic bias in favor of the 
export of capital. It seems clear that such 
a situation existed in pre-1914 France. In 
milder form it may have also existed 
in pre-1914 England. 

Let us assume now that there are 
young and backward countries with in- 
efficient, profligate, and even corrupt 
governments willing to mortgage their 
countries’ present assets and future pros- 
pects in return for large foreign loans at 
high rates of interest, the proceeds of 
the loans to be used for the ‘building of 
overelaborate capital cities and for po- 
litical plunder rather than for the genu- 
ine economic development of the borrow- 
ing countries. Here the import of capital 
works detrimentally in terms both of a 
national calculus and of a cosmopolitan 
calculus. It seems clear that such a 
situation existed for much of Latin 
America throughout much of the nine- 
teenth century. 

There is still a third consideration on 
which it can be held that earning-rates of 
investors are not a reliable index of the 
comparative productivity of alternative 
investments. There is a species of so- 
called ‘‘external economies’’ consisting of 
the lowering of costs, or the increased 
effectiveness of production, accruing to 
the firms of a particular industry be- 
cause of expansion in the number and/or 
extent of other and different industries 
operating alongside it in the same region. 
As these economies are likely to differ in 
extent as between different industries 
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and in different regional settings, and as 
they always should be given due weight 
in social accounting, differences in earn- 
ing-rates to investors from international 
investments are, for this reason also, not 
to be accepted as conclusive as to which 
is the most desirable investment. But the 
proposition I have encountered, that an 
investment is a desirable one whenever 
its direct earnings plus these extra econ- 
omies equal the current rate of interest, 
does not follow, since these economies of 
complementarity do not accrue exclu- 
sively to investment which cannot pay 
its own way directly. There no doubt 
are, however, important types of invest- 
ment where for one reason or another the 
investor can appropriate directly only a 
small share of the social productivity 
thereof. Such investments tend to be un- 
attractive to private investors and 
should, therefore, be the special concern 
of governments. Roads, drainage-and- 
irrigation projects, and flood-control are 
outstanding illustrations of this category 
of investment. It is likely to be a pe- 
culiarly prevalent category in capital- 
poor and undeveloped countries or 
regions with large populations living 
mainly on the basis of a primitive, sub- 
sistence agriculture, and therefore such 
investments call specially for interna- 
tional collaboration. 

Not only, therefore, are there oc- 
casions where governments should inter- 
fere with an international flow of capital 
which would occur if left unregulated, 
but there are desirable flows of capital 
which will not occur unless governments 
initiate or support them. 

I do not wish, however, to seem to be 
throwing overboard more of my inherited 
intellectual baggage than I am really 
discarding. The nineteenth-century in- 
ternational flow of capital, despite its 
unregulated character and despite the 


fact that it was motivated almost wholly 
by considerations of private profit, was 
one of the many great blessings which 
cupidity has procured for mankind. The 
saying of Edmund Burke that “nothing 
is good but in proportion and with refer- 
ence [to circumstance]” is rarely likely to 
be a good practical rule of statesmanship. 
Man cannot delay at all times to weigh 
proportions and to exhaust circum- 
stances. He must largely operate by 
general rules, general presumptions, and 
often without serious damage and with 
contribution to drive and force he will 
convert these into general dogmas. This 
applies, I believe, to the international 
capital-movements of the nineteenth 
century. They were not of the ideal pro- 
portions. They did not take the ideal 
directions. But the freedom permitted to 
them worked, on the whole, for the good 
of mankind, or at least of those parts of 
the world where the ghost of Malthus 
was either not permitted to walk at all or 
was hobbled. 

I believe that for at least a generation 
in the postwar period the international 
migration of capital will have oppor- 
tunities for service to the world wholly 
comparable to the service it rendered in 
the nineteenth century. 

In the first place, there is great need 
of rehabilitation and reconstruction of 
war damage. It is a need which without 
aid of foreign capital cannot be met by 
the countries most concerned except at 
tremendous impairment of their pre-war 
standard of living and at a much reduced 
rate of speed. It is a need which it is in 
the self-interest of the more favorably situ- 
ated countries to help to meet to an ex- 
tent going beyond all pre-existing stand- 
ards of appropriate generosity between 
nations in financial matters. 

In the second place, an old channel of 
highly productive international invest- 
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ment which hitherto has been wide open 
only on the receiving end may now be 
opened wide also on the lending end. 
Much of the capital-movement, by far 
the most valuable, of the nineteenth 
century, went from industrially ad- 
vanced countries, most notably England, 
to countries still in an early stage of their 
economic development, like the United 
States and Canada. In the lending coun- 
tries the export of capital was almost 
wholly a matter of private enterprise. 
For the private investors normally the 
sole considerations taken into account 
were the returns promised and the de- 
gree of assurance that the promises 
would be kept. Where public opinion or 
government in the creditor-countries 
took any interest in the export of capital, 
it almost invariably was either a hostile 
interest or, if a favorable one, was based 
on political rather than on economic 
considerations. In most countries there 
was a bias against the export of capital: 
a bias in the investor’s mind because 
things close at home with which he 
thought he was familiar seemed more 
secure than things far away, about which 
he knew he was not well informed; a 
bias in government regulation of the 
money market; a bias in taxation. If the 
capital-rich countries recognized that the 
development of backward countries 
brought benefit to themselves, they were 
likely also to recognize that the benefits 
would be no less if the investment in 
those backward countries were made by 
some country other than their own and 
were willing to “let George do it.” Since 
most of the capital-exporting countries 
were also exporters of manufactured 
goods and since “development” tended 
to be regarded as synonymous with 
“industrialization,” ‘‘industrialization” 
with “‘manu‘actures,” and “manufac- 
tures” with manufactures rival to their 
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own, public opinion in the capital- 
exporting countries almost universally 
regarded the export of capital with sus- 
picion, if not with positive hostility. 

It was only the strength of the laissez 
faire doctrine in the nineteenth century 
which prevented the imposition by gov- 
ernments of severe restrictions on the ex- 
port of capital. Under these circum- 
stances governments never contem- 
plated actively promoting large-scale de- 
velopment investment in other coun- 
tries, not even in their own colonies. 
Large-scale industrial development un- 
der official international auspices would 
also be novel. 

There has, however, always been, 
since the industrial revolution, a great 
field for investment on a large-scale basis 
in undeveloped areas, and the nature of 
the field has always been such that it was 
unlikely either to be largely exploited on 
a private investment basis or to receive 
official aid from a capital-rich country, 
except upon conditions or under circum- 
stances where there was intention or sus- 
picion of use of economic investment as a 
basis for subsequent political penetra- 
tion. 

In this particular field, therefore, there 
has long been need for large-scale invest- 
ment which was unlikely to be attractive 
to private investors and which the co- 
lonial rivalries of lending countries and 
the fears of encroachment on their 
sovereignty by the governments and 
peoples of the borrowing countries made 
difficult to meet through the official 
initiative of single capital-exporting 
countries. This is a field, therefore, 
peculiarly suitable for the operation of 
financial agencies set up on a multina- 
tional basis. 

There is a third field for postwar inter- 
national investment which is also not 
new in terms of need but has become psy- 
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chologically and materially much more 
urgent, and which has now for the first 
time, because of changes in economic 
views and increased disposition of gov- 
ernments to collaborate on economic 
enterprises, come within the realm of 
practical politics. This field is the field of 
international investment as an instru- 
ment for the planned prevention of mass 
unemployment. 

What has all this to do with the 
Anglo-American postwar program? If 
one were to judge from the writings of 
those British economists who have been 
hostile to the program, one would be led 
to conclude that the program has wholly 
ignored the needs for planned interna- 
tional investment, for they systematical- 
ly omit any mention of the existence of 
far-reaching undertakings in this field. 
They go further. Convinced that bi- 
lateralism is, for various reasons, essen- 
tial to planned development, they charge 
the proposals directed against bilateral- 
ism with being a serious, perhaps a fatal, 
obstacle to large-scale development 
plans. I do not regard the program as 
adequate to meet the needs which I have 
been discussing. I see still other needs 
with which it fails as yet to deal at all. 
But I take it as probable that none of 
those who shared in the development of 
the program regarded it as definitive and 
final in any respect. It may also have 
been expedient to dole out gradually to 
the American public the full scope of the 
obligations associated with acceptance 
for the first time by the United States— 
or for that matter by any country—of 
responsibility for international collabo- 
ration on a world-wide basis in the eco- 
nomic field. For other peoples, to whom 
the need for receiving rather than that 
for giving aid seems more urgent, the 
gradual and as yet incomplete framing 
and disclosure to the public of the pro- 
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gram may, on the other hand, have been 
inexpedient because it has led to failure 
to realize its actual or potential scope 
and range. In any case, if the Anglo- 
American program once becomes a going 
concern, it will inevitably become also a 
growing concern, expanding its scope and 
its depth as needs become apparent and 
as time accrues in which to carry out the 
necessary planning and negotiation. 

But let us examine the program as it is 
with respect to its bearing on interna- 
tional investment. First, as to specific 
measures, there are now in process of 
being set up, in accordance with the 
Bretton Woods agreements, two interna- 
tional financial agencies: the Interna- 
tional Monetary Fund and the Interna- 
tional Bank for Reconstruction and De- 
velopment, with a total amount of au- 
thorized commitments, under full mem- 
bership, of some twenty billions of dollars 
for the two combined. That is still a good 
deal of money. It seemed even a bigger 
sum when the plans were first being 
drawn. I think it quite probable, never- 
theless, that the sums authorized will 
be seriously inadequate to achieve the 
purposes of these two agencies, especially 
the purposes of the International Bank. 
But, if this proves to be the case, this 
will be one point where the program will 
readily be capable of growth as the ex- 
tent of the needs gradually reveals itself. 

No one is under any obligation to be- 
lieve that either the Monetary Fund or 
the International Bank have been ideally 
designed for their purposes. But the two 
agencies, if they are well managed and 
loyally supported by their members— 
and we must assume that they will be 
until there is concrete reason for not 
doing so or else abandon all hope of in- 
ternational economic collaboration—will 
be in a position to make a substantial 
contribution toward amelioration of any 
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balance-of-payment difficulties resulting 
from the partial surrender of national 
autonomy over trade-barriers. Both 
agencies have the all-important merit 
that the dealings of debtors will be with 
a multinational agency which will have 
the obligation to refrain from serving 
narrowly national purposes and which 
will not readily find within the limita- 
tions of powers set by their charters the 
means to violate the obligation, even if, 
perchance, the will to do so should arise. 
In so far as their resources permit, these 
agencies will enable economically and 
politically weak countries to receive 
financial aid without thereby becoming 
entangled in the political net of a great 
power. 

Fixed-interest and maturity obliga- 
tions of governments are an economic 
nuisance internally which can be partly 
mitigated by the power which govern- 
ments have to issue fiat currency or to 
borrow at will from their banking sys- 
tems. Externally, fixed-interest and ma- 
turity obligations are a nuisance without 
mitigation except that of default or re- 
pudiation, resort to which has in the past 
been a very humiliating measure to take 
for governments capable of feeling hu- 
miliation and has upon occasion left a 
legacy of ill-feeling on the part of the 
creditors which was of continued political 
importance a full generation after the 
default or repudiation. 

There is a technical problem here 
which can be more easily formulated 
than solved: how procure the needed 
flexibility for the debtor in the schedule 
of debt-service obligations, while giving 
reasonable protection to the creditor 
against wilful disregard of its obligations 
by the debtor? Ad hoc negotiation or 
arbitration when the crisis comes, al- 
though better than nothing, is an inade- 
quate remedy, since the chief value of 
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flexibility in debt obligations is that the 
debtor knows in advance that he will not 
be squeezed if a crisis comes. The three 
postwar international financial agree- 
ments so far negotiated—the Monetary 
Fund, the International Bank, and the 
Anglo-American loan—each makes some 
contribution to a solution of this prob- 
lem. Under the Monetary Fund, debtors 
to the Fund have no fixed maturity 
obligation, but the interest rates payable 
(“charges”) rise as the duration and 
amount of indebtedness grow. Under the 
Charter of the International Bank, the 
Bank can postpone debt-repayment obli- 
gations. It may be objected that this is a 
routine power of any bank. But this is 
not a profit-making bank, and it will be 
obligated to postpone debt-repayment 
obligations whenever in its judgment the 
purposes of the Bank, which, I repeat, 
are not to maximize its own net revenue, 
would be best served thereby. Finally, 
the Anglo-American loan agreement 
authorizes the debtor country, England, 
to call for a waiver of interest payments 
whenever certain criteria, which may be 
termed ‘‘capacity to make external pay- 
ments criteria,” fall below specified 
levels. 

These all seem to me to be construc- 
tive innovations, giving to the debtor a 
measure of needed flexibility in debt- 
service obligations while leaving the 
creditor-agency with substantial protec- 
tion against abuse. Further experimen- 
tation in this direction is needed, es- 
pecially in connection with the obliga- 
tions of government debtors to private 
foreign creditors. I regret the failure of 
the program to date to make any con- 
tribution to the development of a code 
to govern the relations of government 
debtors to foreign private creditors. This 
failure, if not remedied, will greatly 
hinder any revival of an international 
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private market for government securi- 
ties. Responsible governments will be 
reluctant to borrow abroad on the basis 
of rigidly fixed repayment schedules, and 
sober private investors will be reluctant 
to lend to foreign governments which 
have given any indication that they take 
their foreign financial obligations some- 
what lightly—a category of countries 
with rather numerous membership. 

There is one other point—a major 
point—on which I believe that the 
Anglo-American planning in the inter- 
national financial field, so far as that 
planning has been made public, is 
seriously lacking in its scope, and that is 
the problem of international co-opera- 
tion to avoid mass unemployment. The 
two countries, and most of the other 
United Nations, have solemnly pledged 
themselves to co-operation in this field. 
Article 7 of the Anglo-American Mutual 
Aid Agreement of February, 1942, calls 
for ‘agreed action by the United States 
of America and the United Kingdom di- 
rected to the expansion, by appropriate 
international and domestic measures, of 
production, employment and the ex- 
change and consumption of goods.”’ The 
San Francisco Charter of the United 
Nations Organization goes further. It 
pledges the member-countries to col- 
laboration in maintaining “full employ- 
ment.” It provides for an Economic and 
Social Council, which has already begun 
to function, among whose tasks are the 
exploration of mechanisms whereby this 
pledge can be implemented. 

These pledges should be taken serious- 
ly until there is reasonable justification 
in the record for assuming that they have 
gone the way of the good resolutions in 
the economic field which the League of 
Nations so lavishly supplied. It is true 
that without abundant American co- 
operation there will be little likelihood 


that in case of need the pledge could be 
effectively carried out and that at San 
Francisco the American delegation gave 
American adherence to the pledge rather 
reluctantly. I believe, however, that the 
American reluctance was due to the 
spurious precision of the pledge. “Full 
employment” is a very precise-sounding 
term. No government should make pre- 
cise-sounding pledges about inherently 
unprecise things to other governments, 
to itself, or to its constituents. 

Let us assume, however, that what 
our two countries and the United Na- 
tions in general are committed to is to 
seek sincerely and earnestly for pro- 
cedures and mechanisms whereby the 
threat of world mass unemployment, 
should it occur, could effectively be met 
by joint international action. What are 
the procedures contemplated? What are 
the most promising ones conceivable in 
our present state of enlightenment on 
this issue? 

It is my impression that those in 
charge of the American planning believe 
that the major contribution which the 
United States can make to the maxi- 
mization of employment is by promoting 
the reduction of trade-barriers, including 
the American ones, and by promoting the 
export of capital—including, of course, 
American capital—to countries in need 
of it. It is my impression also that many 
economists believe that the international 
synchronization of fiscal policy is the 
best available means of coping with the 
problem of world mass unemployment if 
we should again be plagued with it and 
this view has also been expounded by the 
I.L.0. 

All three of these remedies seem to me 
either clearly ineffective for the purpose 
or clearly unavailable. 

First, as to the reduction of trade- 
barriers, I strongly believe in its desir- 
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ability. But it is not a remedy for unem- 
ployment, and we should not accept bad 
arguments even when they are presented 
in support of the best of causes. It was 
once widely believed that a low level of 
trade-barriers would contribute effec- 
tively to the prevention of mass unem- 
ployment. But that was on the basis of a 
line of argument which, I fear, was un- 
realistic even then and which is clearly so 
now. 

Under a free-market system, the main 
cause of mass unemployment is price- 
and cost-rigidity. Tariffs and trade- 
barriers are often more important as a 
protection to national rigidities in prices 
and costs than as a barrier to imports. 
Remove tariffs and it becomes much 
more difficult for private monopolies to 
operate on the basis of frozen prices. But 
this line of argument now seems to me to 
be obsolescent, if not obsolete. Mo- 
nopolies and price-rigidities are now not 
left to private initiative to establish and 
maintain but are one of the main activi- 
ties of government under the new dis- 
pensation. Governments which have 
such rigidity as an objective have many 
ways of achieving it even in the total 
absence of formal trade-barriers. 

Leaving this argument aside, the gen- 
eral tendency of the reduction of trade- 
barriers would be to raise the quality, 
but not particularly to affect the quan- 
tity, of employment. If any clear long- 
run direction of influence of trade-barrier 
reduction on the volume of employment 
could be posited in advance on theoreti- 
cal grounds, it would seem rather to be a 
downward than an upward influence. 
For the world at large, moderation or 
elimination of trade-barriers should lead 
to higher real incomes. But the demand 
for employment tends to fall as the level 
of income rises, i.e., the higher the level 
of real incomes, the shorter is likely to be 
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the length of the working-week, the 
longer the length of vacations, the later 
the school-leaving age, the earlier the re- 
tirement from gainful employment, the 
smaller the proportion of women seeking 
employment, and the lower the birth 
rate. 

In the same way, the argument that 
the routine export of capital promotes 
either greater volume of employment or 
more stability of employment must be 
rejected. Here again the function of the 
export of capital is primarily to improve 
the quality of employment rather than 
to change its quantity. In the nineteenth 
century it is true, capital export, in 
facilitating emigration from crowded to 
empty countries, did promote growth of 
population and so also growth of em- 
ployment. But the era of mass migration 
is over, and one of the present-day func- 
tions of the export of capital should be to 
reduce the amount of overemployment, 
especially in regions where there are too 
many people and where long hours and 
child labor are associated with low labor- 
productivity. 

Unplanned capital export, also, is 
likely rather to accentuate cyclical in- 
stability than to lessen it. On the whole, 
the international flow of capital has 
probably had even more pronounced 
cyclical swings than the flow of internal 
capital investment. International capital 
flows have fed world booms, while de- 
flations and depressions have been ac- 
centuated by the stoppages of customary 
capital movements. 

Even from a strictly national point of 
view, I cannot accept the argument by 
which American participation in the 
International Bank and the American 
loan to England have been supported in 
my own country, that the export of 
capital from the United States will main- 
tain employment in the United States. 
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In both cases the great outflow of capital 
will occur when there is a strong tend- 
ency to inflation in the United States, 
and when brakes rather than stimuli are 
what the American economy needs. 
Debt service on amortization and inter- 
est account reaches and exceeds the 
annual amount of a constant gross out- 
flow of new capital after a period sur- 
prisingly short for those like myself who 
are still capable of being startled by the 
wondrous working of compound interest. 
For American employment to be sus- 
tained for any length of time by Ameri- 
can capital export there would be needed 
an outward gross flow of capital increas- 
ing each year at an increasing rate of in- 
crease and eventually reaching fantastic 
levels. 

I am unable likewise to accept as 
practicable the idea that international 
collaboration to cope with mass unem- 
ployment can be made effective through 
the device of negotiated and planned 
synchronization of national fiscal polli- 
cies. It may be that there will be sub- 
stantial harmony of view throughout the 
world as to the proper fiscal policy to 
follow in the face of the threat of a 
serious depression. This does not seem 
to me to be a wild hope. But then the 
synchronization will be a coincidence 
rather than a negotiated or contractual 
one. But for the United States at least, 
and I suspect for many other countries, 
the constitutional and traditional prac- 
tices with respect to budgets and control 
of the purse make it the height of im- 
probability that the legislative bodies 
would ever consent to surrender their 
legal powers over expenditure and reve- 
nue either to an international authority 
or to national executives bound by con- 
tractual obligations to conform in their 
fiscal decisions to a predetermined and 
partially externally determined pattern. 
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There is no disposition on my part to 
challenge the desirability and even the 
urgency of large-scale international col- 
laboration to deal with the problem of 
mass unemployment. While, therefore, I 
believe that in this particular area gen- 
eral pledges have gone too far, it seems to 
me that sober and carefully thought-out 
planning has not gone far enough or has 
not made any progress at all—unless 
there are schemes on the desks of Wash- 
ington and London which are still to be 
disclosed. 

I believe there is a workable device 
which would implement the obligations 
assumed by our two countries and by all 
the signatories of the San Francisco 
Charter. What I would propose would be 
an international employment stabiliza- 
tion fund, endowed with very great 
financial resources, much along the lines 
of the International Reconstruction and 
Development Bank, but on a scale per- 
haps three or four times as great. I 
would have it set up and organized on 
very similar lines to the International 
Bank except for two very important 
particulars. First, it would be obliged to 
lend freely when depression was threat- 
ening and to cut off lending and to press 
hard for repayment when employment 
conditions were buoyant. The Interna- 
tional Bank theoretically could operate 
somewhat in this manner, but it is under 
obligations to give consideration to all 
applications while it is in funds, and it is 
likely to do all its first lending to the 
limit of its resources during, say, the next 
five years and then to have to wait for 
earnings and repayments to flow in be- 
fore it can again engage in large opera- 
tions. The second point on which the 
agency I propose would differ from the 
International Bank would be that while 
prudent management of the resources of 
the International Bank, presumably in 
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the sense of preservation intact of its 
capital, is an obligation imposed on its 
directorate by the Bank’s charter, I 
would authorize the employment stabil- 
ization fund management to lend at 
critical times to the most suitable ap- 
plicants, however poor credit risks they 
might be, to the extent necessary to get 
its funds into operation. 

My proposal assumes that there will 
always be an adequate supply of suitable 
would-be borrowers. This seems a valid 
assumption as long as there are capital- 
starved undeveloped countries. The 
speed in getting actual investments 
which is necessary for the successful 
operation of an agency of this kind can 
be assured if a stock of approved applica- 
tions is accumulated in advance, to be 
financed whenever the authorities of the 
Fund find it expedient to do so. Large- 
scale development projects for backward 


* areas could well be given preferred status 


in the activities of such an agency, and a 
good deal of the necessary surveying and 
planning could be done in advance of 
actual release of the funds. Similarly, 
any programs of accumulation of stocks 
of basic commodities for commodity 
stabilization and for the maintenance of 
“ever-normal granaries”’ could readily be 
fitted into the operations of this agency. 
The schedules of amortization of in- 
debtedness to this agency and of interest 
payments, if any, should be made highly 
flexible and should be put at the discre- 
tion, within limits, of the agency. There 
should be deferment of obligation to re- 
pay in years of world depression and in- 
creased pressure to pay in years of 
dangerously rapid expansion of business 
activity. No other means of dealing inter- 
nationally with the problem of mass 
unemployment is visible which would 
face fewer technical or political prob- 
lems. For the time being, no doubt, the 


Bretton Woods agreements, U.N.R.R.A., 
and the special loans to England and to 
other countries are as large a program of 
financial aid to countries in need as the 
creditor countries, and especially the 
United States, could be prevailed upon 
to accept. But willingness to meet needs 
for expansion of the program, as they 
become apparent should not be written 
off in advance as unlikely to be present. 

The American program, in its present 
status, already goes much further in the 
direction of planning “development” on 
an international basis than had ever been 
even dreamed of before 1940. I have 
tried to make it clear, nevertheless, that 
I do not think it goes far enough. But 
there is no ground for assuming that 
agreement to carry it further is out of 
the question. Meanwhile, those who at- 
tack the program on the ground that, by 
barring bilateralism or otherwise, it con- 
stitutes a barrier to, rather thanapromise 
of, international aid for development 
should support their claim by showing in 
some detail how bilateralism would be 
likely to lead to more of such aid than 
the American proposals and commit- 
ments in their present stage already fore- 
shadow and, in particular, what the scale 
and the sources of the financing would 
be under any alternative program that is 
within the bounds of acceptability and 
practicability. I am convinced that if the 
critics accepted, as they should, this re- 
sponsibility, it would at once become ap- 
parent to them and to us that the solu- 
tion of the problem of the backwardness 
of industrially backward countries, in so 
far as it must depend on international 
aid, can more effectively be promoted 
within the lines and in the spirit of the 
present program than by any alterna- 
tive means which are within the realms 
of practical politics. 
PRINCETON UNIVERSITY 





THEORIES OF EFFECTIVE DEMAND AND EMPLOYMENT' 


LAWRENCE R. KLEIN 


RE is much talk about such mat- 
ters as the downward rigidity of 
wage rates, the relationship of 

wages to employment and output, the in- 
fluence of liquid assets on the level of 
economic activity, and the stage of ma- 
turity of the American economy. The 
various theories of employment must be 
examined in the light of these concepts 
in order to get some clear answers to im- 
portant economic problems. The Keynes- 
ian theories are often accused of being 
based on assumptions of rigid wage rates 
or interest-elastic liquidity preferences, 
but there may be much less truth in these 
assertions than is commonly thought to 
be the case. The purpose of this paper 
will be to study three theories of employ- 
ment—(1) the classical, (2) the Keynes- 
ian, and (3) the Marxian—in order to 
attempt to clear up some confusions that 
still exist. One of the main objectives 
will be to try to show the distinctions be- 
tween necessary and sufficient assump- 
tions that underlie each theory. 


I, THE CLASSICAL THEORY 


Since the publication of the General 
Theory, there have been numerous dis- 
cussions in the professional literature 
comparing Keynes and the Classics. As a 
result of these discussions, we now have a 
good idea as to the form of the classical 
model. The simplest version is as follows: 
(1) The supply of and demand for labor 


* Some of the ideas on Keynesian economics con- 
tained in this article are more fully discussed in the 
author’s forthcoming book, The Keynesian Revolu- 
tion (New York: Macmillan Co.). 


determine the real wage rate and the lev- 
el of employment. (2) The technological 
input-output relationship determines the 
level of real output since the input of la- 
bor services has been determined by step 
1. It is, of course, assumed that the stock 
of fixed capital is given. (3) The equation 
of savings and investment determines 
the rate of interest. (4) Given output 
from step 2, the constant velocity of cir- 
culation and the given supply of cash 
determine the absolute price level (quan- 
tity theory). 

The mathematical version of this sys- 
tem is 


M=kpY 
Si) =I (i) 


(quantity equation) , (1.1) 
(savings-invest- 
ment equation) , 


Y = Y (N) (production 
function) , 


} (1.2) 


} (1.3) 


(demand forlabor), (1.4) 


where M = cash balances, p = price, 
Y = output, 7 = interest rate, VN = em- 
ployment, w = wage rate. Given the 
amount of money, there are five equa- 
tions to determine p, Y, i, V, and w. 
The classical economists not only 
counted relations and variables; they 
also assumed that the forms of their rela- 
tions were such that a unique solution 
was possible. This solution will always be 
one of full employment because all who 


108 





THEORIES OF EFFECTIVE DEMAND AND EMPLOYMENT 


want to work at the going real wage rate 
can find a job; equation (1.5) tells us 
that. This equation shows how much em- 
ployment will be offered at any real wage 
rate. If all the equations of the system 
are consistent, as was classically as- 
sumed, equation (1.5) must hold, i.e., all 
who offer their services at prevailing real 
wages can find employment. In this 
model, since all equations hold simul- 
taneously, the solution must be on the 
supply curve of labor, which is what is 
meant by full employment. 

It is easy to make a slight generaliza- 
tion of this model and still get the same 
results. Those defending the classical 
doctrine against Keynes’s 1936 attack 
were quick to point out that the classical 
economists did not neglect the fact that 
the demand for money depends on the 
rate of interest or that savings and in- 
vestment depend on income. The same 
results, so far as the level of employment 
is concerned, follow even if the quantity 
equation and the savings-investment 
equation are modified. Steps 1 and 2 of 
the process of solving the classical model 
remain as before. Steps 3 and 4 become: 
(3’) Given the level of output from step 
2, the equation of savings and investment 
determines the rate of interest. (4’) Giv- 
en the level of output from step 2 and the 
level of the interest rate from step 3’, the 
given supply of cash determines the ab- 
solute price level. 

Equations (1.1) and (1.2) are replaced 
by 


M 


FT Y), (1.1’) 


SG, Y) =I@, Y). (1.2”) 


The other equations remain as before. 
As presented here, the classical system 

is static and should be looked upon as the 

equilibrium solution of a more general 
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dynamical system. It is evident that the 
equilibrium will always be one of full em- 
ployment. In the general case—when the 
system is not at its equilibrium position 
—there may be unemployment, but this 
unemployment will be only temporary 
if the dynamic movements are damped, 
as the classical economists implicitly as- 
sumed. When unemployment does occur 
in the state of disequilibrium, there is al- 
ways an appropriate remedial policy 
available—namely, an increase in the 
amount of money or (its equivalent) a 
cut in prices or in wages. Every variable } 
in the classical system can be expressed 
in terms of the autonomous supply of 
money as a parameter, and it is easy to 
calculate the effect upon the system of 
varying the quantity of money. The as- 
sumptions of the structure of the classical 
system are such that variations in the 
quantity of money tend to raise the level 
of output and employment when there 
is a deviation from the full-employment 
equilibrium. 


Il. THE KEYNESIAN THEORY 


The Keynesian theory is quite differ- 
ent from the classical theory. The basic 
hypothesis of the Keynesian theory is 
that people make two kinds of decisions 
in our present type of economy. They de- 
cide, on the basis of their income, wheth- 
er to spend or save; and they decide, on 
the basis of the rate of interest, the form 
in which they want to hold their accumu- 
lated savings—cash or securities. In the 
classical theory income is the strategic 
variable in the money equation (1.1), and 
interest is the strategic variable in the 
savings-investment equation (1.2). Ex- 
actly the reverse is true in the Keynesian 
system. Keynes’s great contribution was 
to replace the classical savings-invest- 
ment theory of interest with a savings- 
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investment theory of the determination 
of income. 

The simplest Keynesian theory is the 
following: Savings as a function of the 
level of income equals autonomous in- 
vestment. This is one equation in one 
variable, namely, the level of income. In- 
vestment is considered to be autonomous 
because it depends upon such factors as 
the expectations of future market de- 
mand, innovations, fiscal policy, etc. It 
is obvious, however, that the validity of 
the Keynesian theory does not depend 
on the fact that investment is autono- 
mous, for, if investment is also a func- 
tion of income, the Keynesian theory of 
the savings-investment determination of 
the level of income still holds. 

One pillar of support for the simplest 
Keynesian model is that it is not contra- 
dicted by the data. If the hypothesis is 
that sewings asa function ofincome equals 
autonomous investment, there should be 
a close correlation between income and 
investment. The published data (United 
States) on disposable income (constant 
dollars, per capita) are very highly cor- 
related with investment—defined as the 
difference between disposable income and 
consumer expenditures (constant dollars, 
per capita)—and lagged disposable in- 
come during the interwar period. There 
is nothing artificial in this high correla- 
tion, and statisticians have never found 
a similar confirmation of the alternative 
classical theories from the available data. 

The Keynesian revision of the savings- 
investment theory is of profound impor- 
tance. Since the Keynesian theory does 
not involve the introduction of any new 
variables and since it merely involves a 
change of form of some of the classical 
equations, it would seem natural that the 
system (1.1)—(1.5) could be re-written 
with the suggested revisions, so that we 
would again have a model of full-em- 
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ployment equilibrium. However, this 
supposition is not correct. The revised 
model would be 


+ =Li) 


(liquidity-prefer- } (2.1) 
ence equation) , 


S(¥) =I(Y) (savings-invest- ) 


ment equation) , / 3.4) 


Y = Y (N) (production 
function) , 


} (2.3) 


d 


5 (demand for labor) , (2.4) 


N= f (5) (supply of labor). (2.5) 


There is a basic contradiction and in- 
determinacy in this system. The supply 
of and demand for labor, plus the produc- 
tion function, determine the level of out- 
put. But the savings-investment equa- 
tion also determines the level of out- 
put, and there is no obvious mechanism 
to insure that these two levels of output 
will be the same. Furthermore, the li- 
quidity-preference equation cannot de- 
termine both the price level and the rate 
of interest. 

There are various ways out of the dif- 
ficulties that arise in the system (2.1)- 
(2.5). The liquidity-preference and sav- 
ings-investment equations can be gener- 
alized; the supply-of-labor equation can 
be changed; or possibly other changes 
may be suggested. It should be pointed 
out, however, that there is little that can 
be done to either the production function 
or the demand for labor. The production 
function cannot be changed, because it is 
a technological phenomenon. The laws of 
nature cannot be tampered with, while 
the hypotheses of economic behavior can. 
Many empirical studies have shown that 
the aggregate production function can 
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be closely approximated by a linear-log- 
arithmic relation. From the theories of 
profit maximization it follows that a 
linear-logarithmic production function 
implies a demand equation for labor such 
that the wage bill is proportional to the 
aggregate value of output. This con- 
stancy of labor’s share of the national 
product is precisely what the data show. 
In dynamic econometric models this re- 
lation can be improved by saying that 
the wage bill is a linear function of the 
value of current output, lagged output, 
and a time trend. A demand equation for 
labor, of this generalized dynamic type, 
can be easily derived from empirical pro- 
duction functions. In various econo- 


metric models that the author has con- 
structed, there is no relation that is more 
stable than the demand for labor; hence 
it seems unwise to attempt to clear up 
the theoretical difficulties of the above 
model by altering (2.3) or (2.4). We must 
concentrate our attention on (2.1), (2.2), 


and (2.5). This is precisely the Keynesian 
approach. 

If the generalized forms of the money 
equation and the savings-investment 
equation presented in the previous sec- 
tion—(1.1’) and (1.2’)—were substituted 
for (2.1) and (2.2), the Keynesian theory 
would appear to be coincident with the 
classical theory. But such a conclusion 
would be hasty. Suppose that (2.1) and 
(2.2) are replaced by (1.1’) and (1.2’). If 
there was formerly a contradiction be- 
tween the level of output determined 
from one part of the model, (2.3)—(2.5), 
and from another part of the model, 
(2.2), a classical economist would argue 
that the contradictioy is hgw avoided be- 
cause the interest raft would:adjust itself 
so that investment would offset savings 
out of the same income that is determined 
by (2.3)-(2.5). But, according to the 
Keynesian theory, an interest-rate adjust- 
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ment is not generally possible. There is 
no assurance that the equation 


S (i, Yo) =I (i, Yo) (2.6) 
has a solution in i > o when YF, is the 
full-employment level of income deter- 
mined from (2.3)—(2.5). In fact, if sav- 
ings and investment are both interest- 
inelastic, the chances are very great that 
there will be no solution to this equation. 
Interest-inelasticity of these schedules is 
one of the fundamental assumptions of 
modern Keynesian theory. The extreme 
case occurs when 7 is omitted as a vari- 
able from the savings and investment 
schedules. Econometric and question- 
naire investigations have always shown 
the influence of the interest rate on sav- 
ings and investment to be small or ab- 
sent; it remains for the opponents of 
Keynes to show that there is high inter- 
est-elasticity in these schedules. 

One of the main reasons why savings 
are interest-inelastic is that some savings 
respond positively to variations in the 
interest rate (savings for wealth accumu- 
lation), while other savings respond nega- 
tively to variations in the interest rate 
(savings for annuities). On balance, the 
total effect is in doubt in regard to sign. In 
the modern society, savings are regulated 
largely by habits and considerations of 
economic security and have little to do 
with the rate of interest. 

On the side of investment, it is well 
known that businessmen make capital 
outlays on the basis of a very short hori- 
zon (one to five years) and that the shorter 
the horizon the smaller is the effect of in- 
terest rates.? Furthermore, the increased 
use of internal financing—coupled with 
a failure to charge imputed interest 


2See G. L. S. Shackle, “Interest Rates and the 
Pace of Investment,” Economic Journal, LVI 


(1946), I-17. 
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—have intensified the neglect of the 
interest rate in the formation of in- 
vestment decisions. These are two of the 
main reasons why the investment sched- 
ule is interest-inelastic. 

There is a method of assuring a full- 
employment solution to the system, al- 
though it is highly artificial and unob- 
served in the real world. Professor 
Knight has suggested that the invest- 
ment schedule be made infinitely inter- 
est-elastic. If this were assumed, there 
would always be full-employment equi- 
librium. Knight has written, “The heart 
of a correct theory of interest is the fact, 
corresponding more or less to infinite 
‘elasticity of demand for capital,’ that 
the investment market is capable of ab- 
sorbing savings at the maximum rate at 
which they are forthcoming, ....’? If 
the investment schedule possessed in- 
finite interest-elasticity, equation (2.6) 
would always have a solution and the 
contradiction would be solved. However, 
Knight’s assumption—which comes to 
exactly the same thing as Say’s law—is 
untenable in the light of statistical data 
or any other knowledge that we have of 
the facts in the savings-investment 
market. 

Supporters of Knight’s views on capital 
theory may point out that the foregoing 
quotation applies only to a long-run situ- 
ation. In this event, the term “elasticity 
of demand for capital’’ must take on a 
new connotation. Elasticities are ordi- 
narily computed as logarithmic partial 
derivatives, which means that other vari- 
ables are held constant. In the long run 
these other variables are not constant. 
If Knight is referring only to long-run 
processes in the quotation, his remarks 
are not related to the problem that we 
are discussing. 

3 Frank H. Knight, “Capital, Time, and Inter- 
est Rate,” Economica, N.S., I (1934), 285. 


Professor Pigou‘ was one of the first 
classically minded economists to point 
out clearly that the amended system may 
be overdetermined with the added con- 
dition i > o. Pigou acknowledged that 
savings and investment may be suffi- 
ciently interest-inelastic that the interest 
rate cannot be relied upon to bring them 
into balance at full employment. He sug- 
gested a further alteration in the savings- 
investment equation in order to salvage 
the classical doctrine of full-employment 
equilibrium. His suggestion would mean 
replacing the savings-investment equa- 
tion by 


s(i, y, s)=1G VY), (2.24 


with the assumption that savings vary 
inversely with the real stock of cash.’ The 
solution to an unemployment disequi- 
librium is now obvious. If wages are cut 
with M held constant by the banking 
system, M/p can be pushed to sufficient- 
ly high levels so that savings and invest- 
ment are in balance at full employment. 
Since prices (equally well, wages) enter 
as a denominator in real cash balances, 
there is no limit to the size of M/p asa 
result of wage cuts and hence no limit to 
the extent to which savings can be low- 
ered.* Thus, by always restoring the sys- 
tem toward its full-employment equi- 
librium, competitive wage cuts during 


4A. C. Pigou, “The Classical Stationary State,” 


Economic Journal, LITT (4934), 343-51. 
5’ Other economists, notably oe Haberler, 


have made the same suggestion, although none has 
been so explicit as Pigou. 


§ The “real” models of this paper have been con- 
structed in terms 6f the'price level, », as a deflator, 
but we could just as easily have constructed the 
system in wage units with w as the deflator. If the 
system is written in wage units, the appropriate 
variable for (2.2’) is M/w. This form makes it 
possible to see more directly how wage cuts are 
used as a lever to raise the level of real balances. 
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periods of unemployment solve the prob- 
lem for Pigou. 

Equation (2.2’) rests on an uncon- 
firmed hypothesis, namely, that savings 
vary inversely with the real stock of cash 
balances. Just as the classical assump- 
tions about the influence of interest rates 
on savings and investment have never 
been discovered to hold empirically, so 
has it never been discovered that con- 
sumption or savings patterns are sig- 
nificantly influenced by the stock of cash 
balances. The data of the interwar period 
show that cash balances, at best, had a 
very mild influence on consumption. If 
we adopt the following simple model for 
purposes of statistical investigation,’ 


a Sn ee oe (>), | 


(2.7) 


= J = autonomous ) 


ona y.—=(7) Pee a 
a1 ai\p/-1 ai 


the least-squares estimates of the param- 


eters are 


Y=186.53+ .30Y-,+ .13 (= 


(13)  (¢.10)°?7- 
42.361. 
(.34) 


The standard error of the estimate of 
1/a, is relatively small, .34. On the other 
hand, the standard error of the estimate 
of a,/a, is relatively large. The coeffi- 
cient of M/>p could easily be close to zero, 
but since 1/a, is definitely not zero, it 
follows that a, could be zero. Pigou’s 
hypothesis is not confirmed. Even if the 
true value of-a, is not zero, it may not be 

7 All variables are per capita in 1935-39 dollars. 
The time period is 1922-41. The figures in paren- 
theses below the estimated parameters are standard 
errors of the estimates. Y = disposable income, 


S = personal savings, J = net investment, M = 
total cash balances (current dollars). 
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very large. The main point, however, is 
that the size (and sign) of a, is very un- 
certain. There is no “proof” of Pigou’s 
hypothesis. 

The size of the coefficient relating sav- 
ings to cash balances is very important 
for Pigou’s theory. Recall that the sys- 
tems of this paper are regarded as equi- 
librium solutions of more complex dy- 
namical systems. The classical theory im- 
plicitly assumes that the system returns 
rapidly to its equilibrium when it is dis- 
placed to a position of disequilibrium. 
This implies that the dynamical system 
is damped. But do wage-and-price cuts 
always lead to damped processes in time? 
In order to insure that the classical as- 
sumption of dampening is correct, it will 
be necessary to assume that a small cut 
in wages, for example, will tend to restore 
the system immediately to its position of 
equilibrium. Thus it is required that the 
multiplier effect of wage cuts (or in- 
creases in the real stock of cash) be very 
large. The statistical calculations of (2.7) 
do not show this. There exists the possi- 
bility, but not the necessity, that the in- 
crease may be practically zero. Instabil- 
ity may develop in a model like this. 
There is an initial position of unemploy- 
ment. Wages fall, but employment and 
income increase little or not at all. Wages 
fall still further, but unemployment is 
still not eradicated. This is a perfect set- 
ting for expectations of further wage 
cuts, the very conditions that make the 
system unstable and make it likely that 
wage cuts will push the system away 
from rather than toward its full-employ- 
ment equilibrium. 

If there are expectations of falling 
wages, entrepreneurs will postpone pro- 
duction until a time when labor costs will 
be lower yet. Wage-earners will feel very 
insecure and spend as little as possible. 
Hyperdeflation will never cure unem- 





114 LAWRENCE R. KLEIN 


ployment. The only way that unstable 
situations of hyperdeflation can be 
stopped is by direct, autonomous action 
on the part of the state or some other au- 
thoritative agency, as was the case in the 
period 1929-33 in the United States. Ad- 
mittedly, the process of hyperdeflation 
is the worst set of circumstances that can 
arise in Pigou’s system, yet—on the basis 
of the available data—an assumption of 
such unfavorable conditions is legitimate 
even though other assumptions can safe- 
ly be made also. The problem, as yet, re- 
mains unsettled. 

In the most general model—in which 
the savings-investment equation is (2.2’) 
and the liquidity-preference equation is 
(1.1‘)—the expression for the rate of 
change of real income with respect to 
real cash balances is more complicated. 
Without going into the mathematics of 
this expression, it is possible to present 
certain results on an intuitive basis. If 
savings are insensitive to variations in 7 
and M/> and if investment is insensitive 
to variations of i, then it will follow that 
real income will not be greatly stimulated 
by increases in real cash balances. These 
are the properties of the savings-invest- 
ment equation that have already been 
discussed in the preceding pages. The 
conclusion about small variations in real 
income associated with variations in real 
balances is reinforced if we appeal to the 
Keynesian assumptions about the shape 
of the liquidity-preference equation. 
Keynes put forth the hypothesis that the 
demand for cash is infinitely elastic with 
respect to the interest rate in the neigh- 
borhood of low interest rates. Some 
economists have singled out this hy- 
pothesis of Keynes as his strategic as- 
sumption which is necessary for the va- 
lidity of his theories. The truth of the 
matter is that high interest-elasticity of 
liquidity preferences is sufficient in many 


cases but never necessary. The validity 
of the theory of employment does not de- 
pend on the validity of the assumption 
about the form of liquidity preferences. 
It is obvious that the simplest version of 
the Keynesian theory (savings as a func- 
tion of income equals autonomous invest- 
ment) has nothing to do with the theory 
of interest. 

It is instructive to examine the empiri- 
cal relationship between the interest rate 
and cash balances to see whether or not 
the Keynesian hypothesis is correct. If 
we identify active cash balances as cir- 
culating currency plus demand deposits, 
and idle cash balances as savings depos- 
its, we find for the interwar period very 
strong linear correlations (a) between ac- 
tive balances, net national product and 
trend and (6) between idle balances, cor- 
porate-bond yield, lagged corporate- 
bond yield, lagged idle balances, and 
trend. The data also show that the 
corporate-bond yield is not a statistically 
significant variable in a and that net na- 
tional product is not a statistically signif- 
icant variable in 6. These latter findings 
imply that the empirical split between 
active and idle balances is not bad. 

The fact that idle balances are linearly 
related to the interest rate in the inter- 
war period implies that the Keynesian 
hypothesis of infinite elasticity cannot be 
correct. But the postwar data show some- 
thing different. The current data are con- 
sistent with Keynes’s hypothesis. While 
the interwar demand relation for active 
balances is close to the postwar facts, the 
interwar demand relation for idle bal- 
ances gives a computed level of idle bal- 
ances, for observed interest rates, much 
lower than the actual level. There are 
several explanations for the breakdown 
of this empirical function in the postwar 
years. One explanation is that the whole 
relation has shifted. Another explanation 
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is that some variable, which was relative- 
ly unimportant in the past, is now impor- 
tant and accounts for the discrepancy. A 
third explanation, which is very appeal- 
ing, is that the Keynesian hypothesis is 
correct. If the liquidity-preference func- 
tion were approximately linear for inter- 
est rates above 3 per cent and asymptotic 
to the line, interest rate = 2.5 per cent, 
it would fit the interwar data, the post- 
war data, and the Keynesian hypothesis. 
There are a variety of simple mathe- 
matical functions which have the re- 
quired properties. 

The intuitive significance of the vari- 
ous assumptions about interest-elastici- 
ties can be summed up briefly. Assuming 
that the mechanism to maintain full- 
employment equilibrium is a fluctuating 
stock of real balances, it follows that 
these fluctuations will have little influ- 
ence on the interest rate if the liquidity 
preferences are highly elastic, and it fol- 
lows further that they will have little in- 
fluence on savings and investment if 
these schedules are interest-inelastic. It 
may seem that much weight is attached 
to the interest rate, but the opposite is 
the case. The complex of elasticities as- 
sumed in the Keynesian theory makes 
the interest rate extremely unimportant. 
The same results can be obtained by alto- 
gether dropping interest as an independ- 
ent variable from the system. 

The other available alternative by 
which the contradictions of the system 
may be reconciled is the modification of 
the supply curve of labor. This is the al- 
ternative that Keynes chose for himself. 
Before discussing this alternative, how- 
ever, several points should be made clear. 
We have been able to demonstrate a 
basic contradiction in the working of the 
capitalist system when the traditional 
supply curve of labor is used. The recog- 
nition of this contradiction represents a 
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great step forward in economic theory, 
and this contribution has nothing to do 
with any special assumptions about 
wages. The truly important ideas of 
Keynes, contrary to much of popular be- 
lief, are independent of any special as- 
sumptions about the labor market. 
Keynesian theories of the savings-invest- 
ment process superimposed on the classi- 
cal theory of the labor market show that 
full employment is not automatic under 
capitalism. 

Keynes recognized that full employ- 
ment was not the equilibrium position 
for the real world, and he set about to de- 
velop a theory of an unemployment equi- 
librium by changing the classical supply 
curve of labor and by adopting a new 
definition of unemployment. It is this 
part of his theory that many of the mod- 
ern Keynesians would like to give up 
while still retaining the savings-invest- 
ment theory of income determination. 
The strict Keynesian approach amounts 
to replacing (2.5) by 


N =F (w) (2.8) 


and adopting the well-known definition 
of involuntary unemployment found in 
the early pages of the General Theory. It 
is assumed that the new supply curve of 
labor has infinite wage-elasticity up to 
the full-employment point. This system 
is rigged to get an unemployment equi- 
librium as much as the classical system 
is rigged to get a full-employment equi- 
librium. Neither approach is entirely ac- 
ceptable. 

There are at least two criticisms of the 
Keynesian solution. In the first place, 
Keynes’s definition of unemployment 
has the unsavory implication that the 
cause of unemployment is a money-illu- 
sion on the part of workers; if workers 
would only bargain in terms of real wages 
instead of in terms of money wages, there 
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would be no problem of unemployment, 
other than the frictional variety. Surely, 
a small thing like a money-illusion cannot 
be responsible for the existence of unem- 
ployment. Second, the supply curve of 
labor given by (2.8) has never been test- 
ed against the facts and may not hold if 
it is tested. The behavior patterns of re- 
cent years (since the Little Steel Formu- 
la) give the impression that workers do 
not bargain exclusively in terms of mon- 
ey wages. They are very conscious of the 
relation between wages and the cost of 
living, and it does not seem correct to as: 
sume that they are fooled by any money- 
illusion. Many of the parts of the Keynes- 
ian system have withstood the test of 
being consistent with observed data, but 
all that we can say about equation (2.8) 
is that we do not know about its validity. 
It must be re-emphasized, however, that 
the important parts of the Keynesian 
theory are independent of Keynes’s own 
theories of wages and the labor market. 

Joan Robinson has made a very im- 
portant remark that holds the key to an 
answer to the problem. She said: “ Again, 
the orthodox conception of wages tend- 
ing to equal the marginal disutility of la- 
bour, which has its origin in the picture of 
a peasant farmer leaning on his hoe in 
the evening and deciding whether the 
extra product of another hour’s work will 
repay the extra backache, is projected 
into the modern labour market, where 
the individual worker has no opportunity 
to decide anything except whether it is 
better to work or to starve.’”* The essence 
of capitalism is that there exists a defi- 
nite legal respect for private ownership 
of the means of production. The owners 
of the means of production, the capital- 
ists, make all the final decisions with re- 
gard to the use of the means of produc- 


8 Joan Robinson, An Essay on Marxian Eco- 
nomics (London: Macmillan & Co., 1942), pp. 2-3. 
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tion. The workers have nothing to say 
about the amount of employment that 
will be forthcoming at any point of time. 
Either the entire concept of the supply 
curve of labor must be dropped, or the 
supply curve of labor must become a 
curve of virtual points on which observa- 
tions do not occur. The first alternative 
means that the demand for labor is given 
by profit maximization (marginal-pro- 
ductivity theory); the supply of labor is 
an exogenous variable represented by the 
labor force and determined by demo- 
graphic factors; the wage rate is deter- 
mined by a market adjustment between 
demand and supply (collective bargain- 
ing). The mathematical model would be 

dY w 


aN => (demand for labor) , (2.4) 


N =labor supply , (2.9) 


Ww 


FT, (2.10) 


Equation (2.10) could be replaced by 


dw (WN) 


7 (2.10’) 


if all the other equations of the system 
are used also. The same arguments about 
expectations and damping apply to the 
path by which this system approaches or 
diverges from equilibrium. If the system 
is damped and g(o) = o or h(o) = 0, we 
have a model of full-employment equi- 
librium. 

It was pointed out above that equa- 
tion (2.4) is based on sound empirical 
verification. Similarly, market adjust- 
ment equations like (2.10) are also con- 
sistent with the data. First differences in 
the general wage rate (U.S.A., interwar 
period) are highly correlated (inversely) 
with unemployment and the lagged wage 
rate. The parameters of this empirical 
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equation suggest that small wage cuts 
are not associated with large increases in 
employment and that hk(o) ~ o, from 
which we conclude that the system does 
not have a stable equilibrium of full em- 
ployment. 

If the concept of a supply curve of la- 
bor is to be retained, it must be inter- 
preted in a new way. We can say that the 
supply curve of labor shows how much 
the people would /ike to work at any giv- 
en real wage. It does not mean, as in the 
classical system, that people’s desires be- 
come effective. In this situation the sup- 
ply curve of labor exists as a set of virtual 
points which are never observed. How- 
ever, it is known that the demand curve 
for labor represents a set of observed 
points. This means that we shall have an 
observed point on the demand curve and 
off the supply curve. If this point is such 
that supply exceeds demand (at the same 
wage) there is unemployment, and if this 
point is such that demand exceeds supply 
(at the same wage) there is overemploy- 
ment. This concept of unemployment is 
not easily measurable, however, since it 
involves virtual, unobserved points. In 
order to measure unemployment in this 
model, we would have to sample the pop- 
ulation, questioning them on the amount 
of employment that they would like to 
supply at prevailing wage rates. 

Thus far we have attempted to point 
out the main differences between Keynes- 
ian and classical economics. But there is 
also an important aspect of similarity, 
namely, methodology. For both types of 
systems, macroeconomic models have 
been studied in this paper. The macro- 
economic models are similar except for 
emphasis. A single model with one set of 
parameters yields the classical theory and 
with another set of parameters yields the 
Keynesian theory. However, the macro- 
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economic models are not the basic ele- 
ments of either system. It is necessary 
to analyze the considerations that lie be- 
hind the macrosystem, i.e., the micro- 
system. It will be found here, too, that the 
methodologies of classical and Keynes- 
ian economics do not differ. There are 
two steps in the formation of the macro- 
economic systems. First, it is necessary 
to formulate the behavior pattern of in- 
dividuals. Both theories are based on 
household utility-maximization to get 
the demand for consumer goods and 
household cash-holdings, and on busi- 
ness-firm profit- (or utility-) maximiza- 
tion to get the demand for producer 
goods, labor, and business cash-holdings. 
The second step is to show how to pass 
from a theory involving individual firms, 
households, factors, and commodities to 
a theory involving communities of in- 
dividuals, composite factors, and com- 
posite commodities. This step involves 
the index-number problem. The discus- 
sion of both these subjects is important 
but lengthy. The reader is referred to 
other works for more extensive analysis.® 
The point to be emphasized at this stage 
is that the methodology is the same for 
classical and Keynesian economics at all 
steps in the process of deriving the mac- 
rosystems. 


9 On the problem of the theories underlying the 
Keynesian and classical macroeconomic systems see 
Klein, op. cit. On the problem of aggregation see 
Francis W. Dresch, “Index Numbers and the Gen- 
eral Economic Equilibrium,” Bulletin of the Ameri- 
can Mathematical Society, XL (February, 1938), 
134-41; Lawrence R. Klein, “Macroeconomics and 
the Theory of Rational Behavior,” Econometrica, 
XIV (April, 1946), 93-108; and “Remarks on the 
Theory of Aggregation,” Econometrica, XIV (Octo- 
ber, 1946), 303-12; Kenneth May, “The Aggregation 
Problem for a One-Industry Model,” Econometrica, 
XIV (October, 1946), 285-98; Shou Shan Pu, “A 
Note on Macro economics,” Econometrica, XIV 
(October, 1946), 299-302. 
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III. THE MARXIAN THEORY” 

There are two important subsections 
of the modern theories of employment 
which need to be clarified. One subsec- 
tion is the stagnation thesis, and the 
other is the relation between wages, prof- 
its, and employment. The modern ver- 
sion of the stagnation thesis is an out- 
growth of the Keynesian developments in 
American economic thinking. The oppo- 
site theory of the stationary state is a 
natural outgrowth of the classical sys- 
tem. But neither model, as usually stat- 
ed, gives an adequate analysis of the 
theory of economic development. It is 
possible to modify these theories with 
the introduction of trend variables, the 
stock of capital, etc., in order to get some 
information about the economic laws of 
motion of society; but it seems prefer- 
able to go to a theory which deals direct- 
ly with this subject. From a historical 
point of view it is also fitting to use the 
theory which first tackled the problems 
related to the stagnation thesis. The 
Marxian theory of the falling rate of 
profit is one of the first, and probably one 
of the best, tools for analyzing the stag- 
nation theory. Since Marxian theory 
comes to conclusions similar to those of 
the modern stagnationists, but for dif- 
ferent reasons, it will also be instructive 
to study it in some detail. 

The other problem of the relation be- 
tween wages, profits, and employment 
is of great current interest but also can- 
not be properly analyzed within the cus- 
tomary frameworks of Keynesian and 
classical economics. These theories can 
also be modified by distinguishing in the 
consumption function between wage in- 
come and profit income. But the Marxian 
theory is based fundamentally on the in- 
terrelationships between wages and prof- 


%° The author is indebted to Professor Kenneth 
May for helpful criticisms in this section. 


its. The Marxian theories of reproduc- 
tion are well suited for the study of this 
problem. 

Here it will be necessary to digress for 
a few pages in order to show explicitly the 
structure of the Marxian model. This 
model will then be compared with the 
Keynesian model and used for the analy- 
sis of the stagnation theory and the rela- 
tionship between wages, profits, and em- 
ployment. 

The methodology of the Marxian ap- 
proach is quite different from that of 
Keynes and the Classics: Instead of 
studying the behavior of individuals, 
Marx studied the behavior of classes di- 

Cectly. His theory is probably the origin 
of macroeconomics. But the Marxian 
system of macroeconomics differs essen- 
tially from the Keynesian and classical 
systems. The macrounits in the latter 
systems are producers and consumers, 
and this overlapping fails to bring out 
some essentials. The macrounits of the 
Marxian system are not only producers 
and consumers but also workers and capi- 
talists. The latter two groups are, prac- 
tically speaking, exclusive, and their 
basic conflict of interests can more easily 
be singled out as one of the moving forces 
in the system. 

The economic writings of Marx were 
not presented in the form of systems of 
simultaneous equations. The equation- 
system approach to economics came at 4 
later date. There are various equations 
throughout Marx’s writings, but these 
equations are mainly definitions. They 
state, for example, that total output can 
be broken up into three components: con- 
stant capital, variable capital, and sur- 
plus value. Various manipulations are 
carried out with these components, but 
complete systems of equations are not 
formulated. However, imbedded in 
Marx’s literary discussion and numerical 





THEORIES OF EFFECTIVE DEMAND AND EMPLOYMENT 


examples, there are several hypotheses 
and assumptions that can be used to 
build a system of equations. The validity 
of the equation system depends upon the 
validity of the hypotheses made. It is the 
function of the empirical studies to test 
the validity of these equations. 

The supply-and-demand equations of 
orthodox economics also are based upon 
some assumptions the validity of which 
cannot be assumed a priori. The systems 
of supply-and-demand equations are 
usually based on the assumptions that 
households maximize their individual 
utility functions subject to certain con- 
straints. The assumptions produce the 
maximization equations which are essen- 
tially the supply-and-demand equations. 
In the same way, we shall have to intro- 
duce Marxian assumptions in order to 
construct an equation system out of 
Capital. 

A concrete example will demonstrate 
clearly the relation between definitional 
equations and behavior equations (or 
refutable hypotheses). Suppose we write, 
as did Marx, 


c+v+s=total value, (3.1) 


(3.2) 


s 
> = tate of surplus value , 


(3.3) 


organic composition of capital , 


—*— = rate of profit, (3.4) 


c+ 
where c = constant capital, » = variable 
capital, s = surplus value.” Equations 
(3.1)-(3.4) are definitions. They define 
four different terms and hold, regardless 
of any economic behavior patterns. We 


_ ™ For the individual firm, ¢ consists of deprecia- 
tion and raw materials; » consists of wage payments; 
and s consists of profit, interest, and rent. 
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cannot test the validity of any of these 
equations because they must hold by 
definition. They are not refutable hy- 
potheses. 

According to the simplest rules of al- 
gebra the following equation, 


5721-5) (3.5) 


must hold® because 


£a-)-:(4)- $ 

v c+o v c+o c+ 
Equation (3.5) is not a refutable hypoth- 
esis either. It, too, must hold, regardless 
of the actual values of the variables c, 2, s. 
Equation (3.5) merely states the truism 
that 





s s 


c+o cto’ 


In so far as Marxian economics is based 
on equations (3.1)—(3.5) no real progress 
can be made. None of these equations 
tells us anything about fundamental eco- 
nomic behavior. The extensive use by 
Marx and the Marxists of equations sim- 
ilar to (3.1)—(3.5) has undoubtedly led 
Oscar Lange to remark: “This whole 
[Marxist] literature tries to solve the 
fundamental problems of economic equi- 
librium and disequilibrium without even 
attempting to make use of the mathe- 
matical concept of functional relation- 
ship.””*3 

But Marx was probably not so guilty 
as Lange’s remark implies. In Volume 
III of Capital, when discussing the the- 
ory of the falling rate of profit, Marx" 

™For the use of such equations in Marxian 
economics see Paul M. Sweezy, The Theory of Capi- 
talist Development (New York: Oxford University 
Press, 1942), p. 68. 

*3 Oscar Lange, “Marxian Economics and Mod- 
ern Economic Theory,” Review of Economic Studies, 
II (June, 1935), 196. 

4 Karl Marx, Capital, III (Chicago: Charles H. 
Kerr & Co., 1909), 247. 
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made specific assumptions in his numeri- 
cal examples. He assumed that s/o in 
equation (3.5) is constant. Thus he was 
able to say that the rate of profit,s/(c+), 
varies inversely with the organic com- 
position of capital, c/(c+v). Here is a 
refutable hypothesis, namely, s/v = con- 
stant. This is an economic hypothesis 
that can be tested. We can examine data 
on wages, profits, interest, and rent to 
see whether or not s and v have a con- 
stant ratio. By making this assumption, 
Marx was able to develop the theory of 
the falling rate of profit which states that 
the rate of profit falls as the organic com- 
position of capital rises. From equations 
(3.1)—(3.5) we can say nothing about the 
behavior of the economic system, but 
from equations (3.1)—(3.5) and the as- 
sumption s/v = constant we can say 
very much. However, the system is not 
yet complete even at this stage. 

It is worth pointing out that this con- 
fusion is not peculiar to Marxian eco- 
nomics. It has arisen in non-Marxian 
economics in connection with the quan- 
tity theory of money. Let us define M = 
total stock of money; V = average num- 
ber of times a monetary unit is spent in a 
given period on newly produced goods 
and services; = average price of newly 
produced goods and services; X = aggre- 
gate output of newly produced goods and 
services."S It follows by definition that 


MV =pX. (3.6) 


Equation (3.6) tells us nothing about 
economic behavior. In its present form 
it is of the same nature as equation (3.5). 
There is no refutable hypothesis con- 
tained in either (3.5) or (3.6). 

The classical economists did the same 
thing about (3.6) that Marx did about 


sThe aggregates p and X are constructed so 
that their product, pX, is exactly equal to the total 
value of newly produced output. 
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(3.5). They assumed that certain vari- 
ables in (3.6) were known numbers. Spe- 
cifically, they assumed V = constant 
and X = full-employment output. For 
them, V was determined by institutional 
and psychological phenomena such as 
the frequency of wage payments, atti- 
tudes toward holding cash, etc. With V 
and X known, the classical economists 
could say that the price level varies di- 
rectly with the amount of money. The 
validity of this theory depends upon the 
validity of the assumptions about V 
and X. 

These examples illustrate our method. 
We shall search through Marx’s literary 
explanations and numerical examples for 
the strategic hypotheses that will pro- 
duce a determinate system of equations. 

First we must define the variables 
carefully. We shall retain Marx’s nota- 
tion of c, v, s. When referring to the in- 
dividual firm, ¢ consists of depreciation 
and purchases of raw materials, v con- 
sists of wage payments, and s consists of 
profft plus interest plus rent. The aggre- 
gate value of output for the individual 
firm is ¢ + v + s. When referring to the 
economy as a whole, we must redefine 
constant capital in order to avoid double 
counting. For the entire system, constant 
capital, denoted by C, is defined as the 
value of depreciation charges. Constant 
capital does not include raw materials 
for the system as a whole because such an 
inclusion would lead to excessive double 
counting in determining the value of 
output. Variable capital for the entire 
system will be denoted by V and will in- 
clude all wage payments. Surplus value 
for the entire system will be denoted by S 
and will include total profits, interest, 
and rents. In modern terminology, we 
have 

C+ V +S =gross national income , 

V +S = net national income . 
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National income can be considered from 
two sides—production and factor pay- 
ments. National income as the sum V + 
S represents total factor payments.” 
From the side of production, national in- 
come can be considered as equal to the 
total production of two types of goods 
and services—consumption and invest- 
ment (consumer goods and producer 
goods). Consumer goods are those that 
flow to households and producer goods 
those that flow to business firms. We 
shall denote consumption by R and net 
investment by J. Net national income 
will be denoted, as usual, by Y. We have, 
thus far, the two following definitional 
equations: 


V+S=Y!, 
R+I=Y. 


(3.7) 
(3.8) 


The variables V, S, Y, R, J, are all meas- 
ured in real terms, for example, constant 
dollars. 

It is now necessary to develop be- 
havior equations to show how these vari- 
ables are determined. First consider R, 
consumption. Marx divided consumers 
into two strategic groups—workers and 
capitalists. He assumed that workers 
spend all their incomes on consumer 
goods and services. In fact, he wrote: 
“.... the variable capital advanced in 
the payment of the labor-power of the 
laborers is mostly spent by them for 
articles of consumption;....’"’ This 
assumption is also carried through in a 
purer form in his numerical examples of 
reproduction schemes in Part III, Vol- 
ume IT of Capital. In the numerical ex- 


6 It is only in orthodox economics that S repre- 
sents a factor payment. In Marxian terminology, S 
represents expropriation. The term “factor pay- 
ment” is used in the text only because it is custom- 
arily used today in discussions of national income 
statistics. 

* Karl Marx, op. cit., II, 466. 
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amples he always put workers’ consump- 
tion exactly equal to wages (not approxi- 
mately equal). In the quotation he said 
that wages are “mostly spent’’ (but not 
entirely spent) on consumer goods and 
services. As a matter of fact, empirical 
data suggest that Marx’s quoted assump- 
tion is the correct one. The marginal 
propensity to consume out of wages is 
not unity, although it is very close to 
unity. 

It is less obvious how to determine the 
behavior pattern for capitalist consump- 
tion in the Marxian system. The main 
clue comes from a study of numerical ex- 
amples that Marx used to analyze capital- 
ist reproduction schemes. The theory of 
simple reproduction is not much of a 
clue, for in that scheme a steady state is 
assumed in which variable capital 


(wages) and surplus value are always ex- 
actly spent on consumer goods and cap- 
ital is replaced without any net invest- 
ment taking place. The schemes of ac- 


cumulation and reproduction on an en- 
larged scale, found at the end of Volume 
II of Capital, provide the basis for a the- 
ory of capitalist consumption. 

In his examples on accumulation, 
Marx divided the economic system into 
two departments—the department (I) 
producing producer goods and the de- 
partment (II) producing consumer goods. 
In the first department, workers were as- 
sumed to spend all their wage income on 
consumer goods produced by the second 
department, while capitalists were as- 
sumed to spend only a part of their sur- 
plus-value income on consumer goods. 
The exact relation for capitalist behavior 
in Department I was 


consumption = 4 (surplus value) . 


This is the consumption function for cap- 


‘italists in Department I. In a consistent 


theory it should be expected that capi- 
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talists in Department II would also be- 
have in a similar fashion, their consump- 
tion being a function of their surplus- 
value income. True, Marx assumed that 
the capitalists in Department II con- 
sumed out of their surplus-value income, 
but he did not assume that there existed 
an independent relation between con- 
sumption and surplus value for capital- 
ists in Department II. The behavior of 
capitalists in the consumer-goods indus- 
try was entirely passive in the sense that 
their consumption was calculated as a 
residual. This residual consumption was 
taken to be the difference between total 
surplus value in Department II and that 
part of surplus value which was trans- 
ferred to expenditure on constant and 
variable capital. The latter expenditure 
was calculated by Marx so that the re- 
production scheme could work smoothly 
without a glut of the market. Marx did 
not assume, by any means, that capital- 
ism works smoothly; but he set down in 
his reproduction schemes the conditions 
under which capitalism could work 
smoothly. He argued that if his condi- 
tions were not met a crash would occur. 
One step in a possible method of intro- 
ducing fluctuations into the model, with 
recurring crises and recovery, is to make 
capitalist consumption in Department II 
also a function of surplus value. We can 
even simplify the entire system by doing 
away with the distinction between de- 
partments I and iI. Let us assume in- 
stead that capitalists behave the same 
way in both departments. Identical be- 
havior is assumed for workers in these 
two departments, and it seems reason- 
able to assume that capitalists should not 
have different consumption habits ac- 
cording as they produce consumer goods 
or producer goods. Hence we shall as- 
sume that the consumption of capitalists 
is a function of surplus value. 
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Denoting the consumption of workers 
by R, and the consumption of capitalists 
by R, we have the two consumption 
functions™ 


Ri=V, (3.9) 

R. =ao+aiS , 0<ai<1. (3.10) 

The total consumption function is given 
by 


Ri tR, =R=aotaS+V . (3.11) 


In a more general formulation, where the 
workers’ marginal propensity to con- 
sume is not unity, we have 


Ri=aztasV, O<a;<1, (3.9) 
R = (aotaz)+a:S+a3V, az> a;. (3.11’) 


The next step is to derive the demand 
for the other type of good in the system 
—investment or producer goods. We 
shall first derive the demand relation for 
constant capital (capital used up) accord- 
ing to Marx and then transform the de- 
mand for constant capital into invest- 
ment. Workers buy only consumer goods 
in the Marxian system, for that is what 
distinguishes workers from capitalists. 
The demand for constant capital will be 
based entirely on the behavior of capi- 
talists. Again, we rely on the examples of 
expanded reproduction in order to dis- 
cover the variables influencing capital- 
ists’ demand for constant capital. 

In Volume II, Marx assumed that 
capitalists in Department I (the pro- 
ducer-goods industry) spend from sur- 
plus value on constant capital. His rela- 
tion was 


constant capital = Cy + & (surplus value) , 
0<k<l, 


where C, = the initial level of constant 
capital and k = a fraction which is the 
product of the fraction of surplus value 


*8 As a first approximation, we shall assume a 
linear system. 
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to be accumulated in both variable and 
constant capital and the fraction of total 
capital represented by constant capital. 

The expenditures on constant capital 
in Department IT were like the expendi- 
tures by capitalists on consumer goods 
in that department in the sense that both 
expenditures were calculated as a resid- 
ual. The capitalists in Department II did 
not decide, independently, to accumulate 
capital but based their decision entirely 
on the relationship between expenditures 
in both departments so that the process 
would run smoothly without a glut of the 
market. We can again do away with the 
assumption of a smooth-working capi- 
talist system by supposing that capital- 
ists behave the same way in both depart- 
ments in so far as the demand for con- 
stant capital is concerned. We shall as- 
sume that capitalists in both depart- 
ments demand constant capital as a 
fraction of surplus value. 

There is one condition, implicit in 
Marx’s example, which must be avoided 
for our model. Marx assumed that what- 
ever capitalists do not spend out of sur- 
plus value on consumer goods they spend 
on constant or variable capital. We shall 
assume, instead, an independence be- 
tween the marginal propensity to con- 
sume and the marginal propensity to in- 
vest. We must point out, however, that 
Marx made this assumption only to ob- 
tain the conditions for a smooth-working 
system. He did not imply that these con- 
ditions held in the real world. Our alter- 
native assumption is one way of achiev- 
ing the conditions of the real world in the 
Marxian spirit. 

We now have the equation 


C=6o+6S. 


Since we are going to work with the vari- 
able J instead of C, it will be necessary to 
carry out a transformation of variables. 


(3.12) 
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The transformation involves common- 
sense technological relations which are 
constructed by the present author and do 
not appear in Capital." 

The variable C represents the amount 
of fixed capital used up in the production 
process. The amount of capital used up 
(depreciation) will depend upon the 
stock of fixed capital in existence. The 
capital in existence will, in turn, be made 
up of the elements of durable capital, 
plant, and equipment—acquired at vari- 
ous stages of past history. Denoting the 
capital acquired during the pth preced- 
ing time period by x_,, we have 


Cele, S.25 Ga, Sees 6©CADD 
or in a linear approximation” 
C= bot 654+ 5ox-1+ 53x-2+..... (3.14) 


In statistical work we cannot measure 
separately the capital purchased during 
every preceding time period, but we can 
approximate all these variables with a 
proxy variable which represents all the 
capital accumulated up to the time peri- 
od under consideration. Instead of (3.14), 
let us write 
C=8,+6,x+8Z_,. (3.14 
The stock of existing fixed capital, 
Z_,, can be written in terms of the net 
investment of all preceding periods as 


ink. 


t=—1 


(3.15) 


Equation (3.14’) at least makes the dis- 
tinction between new and old capital, but 


19 These transformations are so obvious that it is 
assumed that anybody wishing to work with J 
instead of C would use approximately the same 
transformations. 


*° Since the linear function is an approximation, 
we shall not assume the constant term equal to 
zero, although logically there should be no constant 
term in this equation. 











it is not so complete as (3.14), which 
makes the distinction between capital of 
all different age groups. This distinction 
is useful because the capital in different 
age groups has different productivities, 
the newest capital being technologically 
superior. 

It is net investment rather than gross 
investment which is of primary impor- 
tance for the particular model of this 
paper. We can obviously write 


x=I+C. (3.16) 


Substituting (3.16) into (3.14’) we get 


C=8,+6,(1+C) +82, (3.17) 
or 


o 


52 
1— 6; 2-1. 


_ bo 51 
°C. tak 





Cc I+ 


We can now eliminate C between (3.12) 
and (3.17) to get 


I =B2+BsS+8.Z-1. (3.18) 
This is the final form of our investment 
function. 

There is now lacking one more equa- 
tion for the completion of the system. 
Capitalists demand cominodities in the 
form not only of producer and consumer 
goods but also in the form of labor power. 
Our equation of the demand for labor 
power will appear in a disguised form. We 
shall develop an equation which serves 
to determine the aggregate amount of 
variable capital, V. But this variable 
represents the total remuneration paid 
out by capitalists for labor power. The 
equation which serves to determine V in 
our system is the same thing as the de- 
mand equation for labor power. 

Those familiar with Marx will recall 
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that he regarded the surplus value as 
transformed into variable and constant 
capital in his schemes of expanded repro- 
duction. We could have made C + Va 
function of S instead of making C alone 
a function of S. However, since Marx al- 
ways assumed a definite relation between 
C and V, we were able to eliminate V in 
the above relation. He imposed the con- 
dition that variable and constant capital 
be used in the same proportions through- 
out the production process; hence we 
were able to develop a relation between 
C and S not involving V. While Marx as- 
sumed a definite relation between C and 
V, he also assumed a definite relation be- 
tween S and V. It may appear that we 
are getting too many equations, but both 
these relations (that between C and V, 
and that between S and V) are not inde- 
pendent. Suppose that total capital is a 
function of surplus value 


C+V=/f(S) (3.19) 
and that variable capital is also a func- 
tion of surplus value 


C+V(S)=f(S) (3.20) 


or 
C= f*(S). 


This forms the basis of equation (3.12). 
It is evident that there must also be a 
relation between C and V, since 


S=V-"(V) (3.21) 


and 

C= f*(V[V]) =f**(V). 
This simple demonstration shows that 4 
relation between C and S and a relation 


between V and S imply a relation be- 
tween C and V. The latter relation is not 
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independent of the other two; hence there 
are not too many equations.” 

As was seen above in the brief discus- 
sion of the theory of the falling rate of 
profit, the assumption, S/V = constant, 
led to very important conclusions. In the 
numerical examples of expanded repro- 
duction, Marx maintained a constant 
ratio between S and V. This assumption 
implies that labor will receive a constant 
fraction of net national income. Econo- 
mists have long been puzzled by the fact 
that national-income statistics have 
shown labor’s share of total income to be 
nearly constant over a long time period. 
There has possibly been some trend in 
these data which show that labor’s share 
has been gradually increasing. This trend 
term could be explained by the institu- 
tional phenomenon of a growing labor 
movement in the United States. 

The next equation is thus 


V=y7:S. (3.22) 


We may introduce the trend by a modi- 
fication to 


V=yotrnSt+ryt. (3.22") 
Since V + S = FY, it is equivalent to say 
that V and S are proportional or that V 
and Y are proportional. In recent years 
the stability of labor’s share has usually 
been discussed in terms of V and Y rather 
than V and S. As an alternative formu- 
lation, we could write 


V=yst vel + 75H - 


*The above demonstration is a method of 
keeping the system from becoming overdetermined. 
However, it is questionable whether Marx intended 
the relation between C and V to be dependent on 
other relations or whether he intended it to be an 
independent technological phenomenon. From a 
technological point of view, there is no reason why 
labor and capital should be used in a fixed relation 
during the entire production process; hence we have 
hot made use of an independent technological rela- 
tion between C and V. 


(3.23) 
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The Marxian system is now complete. 
The entire set of equations is* 


R=aotaSta:V, (3.24) 
T=Bot+BiS+A:Z-1, (3.25) 
V =yotnY + vt (3.26) 
Y=S+V, (3.27) 
Y=R+1, (3.28) 
AZ=I1. (3.29) 


Equation (3.24) follows from (3.11’), 
(3.25) from (3.18), (3.26) from (3.23), 
(3.27) from (3.7), (3.28) from (3.8), and 
(3.29) from (3.15). We have, in (3.24)- 
(3.29), six equations and six endogenous 
variables R, V, S, J, Z, Y. All variables 
are measured in “‘real’’ units, and we 
have been able to complete the system 
without introducing the quantity of 
money. 

Several observations are called for be- 
fore we go on to some problems of eco- 
nomic analysis based upon this model. 
While it is true that this version of the 
Marxian theory has been developed 
largely through an examination of 
Marx’s writings and by a slight generali- 
zation of his own methods (i.e., a general- 
ization of his numerical examples into 
functional relationships), the same model 
can readily be developed from other con- 
siderations. By assuming certain be- 
havior patterns for workers and capital- 
ists, like utility- and profit-maximization, 
we can obtain the same mathematical 
model. The reader will also notice that 
the model (3.24)—(3.29) is very similar 
to Kalecki’s theories. Practically no mod- 
el implies a unique theoretical basis. Fur- 
thermore, we have not utilized Marx’s 
methods to their fullest extent. Only 


™ We have renumbered all subscripts on the 
parameters for purely aesthetic reasons. 
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those aspects of Marx’s theories are used 
that are necessary to build a complete 
system of equations. Many Marxian the- 
ories are unrelated to the principle of ef- 
fective demand, but even some of those 
parts of his theory that are related to ef- 
fective demand have been left out. It was 
necessary to make the latter omission in 
order to keep from getting an overdeter- 
mined model. For example, Marx as- 
sumed that the wage ra/e would be deter- 
mined by the value of the means of sub- 
sistence of a worker, where the means of 
subsistence, in turn, depends upon the 
traditional standard of life in the par- 
ticular region where the worker lives. 
But it is easy to show that the model can- 
not contain this theory of an autonomous 
wage rate as well as the theory under- 
lying equation (3.26). Suppose that equa- 
tion (3.26) is accepted as a correct the- 
ory. The model then enables us to deter- 
mine the real wage bill and the level of 
output. Every system must contain a 
technological input-output relationship. 
In the Marxian system, input is given by 
the employment of labor power and the 
depreciation of fixed capital, C. From our 
discussion there are enough relations to 
determine output and C; hence the other 
type of input, employment of labor pow- 
er, is uniquely determined. Since the real 
wage bill and employment are known, 
the real wage rate is also known. There is 
no room in this system for an autono- 
mously determined wage rate. The strong 
empirical foundation behind equation 
(3.26) is an argument for using this 
Marxian hypothesis rather than the 
other hypothesis of a given wage rate. 
It is certain that both hypotheses cannot 
be used simultaneously within the frame- 
work of our model. This example serves 
to show that the above model is not the 
only mathematization of Capital. There 
are a variety of models that can be de- 


LAWRENCE R. KLEIN 


veloped from the Marxian theories, and 
we have chosen one that is plausible, 
simple, and useful for the analysis of 
specific problems. 

It is interesting to make certain com- 
parisons between the Keynesian and the 
Marxian models. A simple version of the 
Keynesian theory—in which the quan- 
tity of money and the interest rate do not 
appear as variables—is a special case of 
the Marxian model. By substitution from 
(3.26) and (3.27) into (3.24), it is possible 
to make consumption a function of in- 
come; and, by substitution from (3.26) 
and (3.27) into (3.25), it is possible to 
make investment a function of income 
and the stock of capital. For the short- 
run theories, Keynes took the stock of 
capital as given; thus, such a reduced 
version of the Marxian model comes to 
the same thing as the simple Keynesian 
model. The primary advantage of the 
Marxian model is that it provides more 
information than does the Keynesian sys- 
tem. In the former model the complete 
solution always gives the demand for 
consumer goods, producer goods, and em- 
ployment, while in some forms” of the 
latter model, the complete solution gives 
only the demand for consumer goods and 
the demand for producer goods. The de- 
mand for factors of production (employ- 
ment and producer gogd$) determines 
supply; hence the Marxian model has the 
virtue of always giving the full conditions 
of demand and supply. This cannot be 
said, in general, of the Keynesian model. 

It is not meant to imply that Marx 
fully anticipated the Keynesian theory of 
effective demand. Our model is intended 
as an extension of the Marxian analysis 
to a logical conclusion in terms of a the- 
ory of effective demand. Actually, Marx 


23 This is true in those forms of the Keynesian 
theory in which the savings-investment equation 
alone is used to determine the level of output. 
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laid the groundwork for a complete equa- 
tion system to determine the level of in- 
come (effective demand) but did not 
build the complete system. In his dis- 
cussions of the reproduction schemes in 
Volume II of Capital, Marx set forth 
some conditions under which there would 
not be excessive savings in the system, 
conditions under which all savings are 
offset. He then showed that these condi- 
tions are very complex and that it is not 
reasonable to assume that they will al- 
ways be met, hence the crisis. But he did 
not offer an exact theory to show the 
quantitative extent to which they will 
not be met. Keynes’s theory also shows 
the conditions for full employment and 
argues that they will not always be met, 
but Keynes went one step further: He 
provided a general theory to determine 
the level of employment when it is not 
one of full employment. The Keynesian 
model shows how any level of employ- 
ment is determined. Our procedure in 
this paper has been to introduce mathe- 
matical extensions of the Marxian theory 
to show how any level of income (or em- 
ployment) is determined. In case the con- 
ditions for full employment—or for no 
glut of the market in Marx’s sense—are 
not met, our mathematical model shows 
precisely what level of employment will 
ensue under the less-than-full-employ- 
ment conditions. 

It should be pointed out that the au- 
thor has applied various methods of sta- 
tistical estimation to the Marxian model 
and has found the estimated parameters 
to be very reasonable in size. Moreover, 
the model fits the observed data very 
closely. Except for small random error, 
workers and capitalists have, in fact, be- 
haved as the Marxian model says they 
behave. Lags, government investment, 
taxes, etc., were introduced in the statis- 
tical models in order to depict the real 
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world more exactly. A discussion of the 
statistical results is too lengthy to be in- 
cluded in this paper, and the conclusions 
are mentioned only to inform the reader 
that the model is not purely hypo- 
thetical. 


IV. THE STAGNATION THESIS 


It has become very popular of late to 
criticize the stagnation thesis severely 
and to assert that ours is still a young, 
vigorous, expanding economy. The critics 
have been quick to forget the lesson of 
the thirties and have misunderstood the 
thesis. Negative though most criticism 
has been, the spirit of this section is one 
of constructive criticism, by which some 
new ideas that support the thesis may be 
injected into the argument. 

Despite the fact that the stagnation 
thesis grew out of the discussions of 
Keynesian economics of the past decade, 
the foundations of the theory are much 
older, going back to Marx’s theory of the 
falling rate of profit. The critics would 
have had a much more difficult time find- 
ing evidence against a mature-economy 
doctrine based on the theory of the fall- 
ing rate of profit than against the doc- 
trine based on such factors as population 
growth, disappearance of the frontier, 
and growth of depreciation reserves. 
They were quick to point out that popu- 
lation growth slowed down and the fron- 
tier disappeared long before the decade 
of the thirties, yet stagnation did not 
then set in. 

The Marxian theory states that, with 
a constant rate of surplus value (S/V), 
the rate of profit will vary inversely with 
capital accumulation. Equation (3.5) 
shows that the rate of profit is the prod- 
uct of ‘‘the rate of surplus value” and 
“one minus the organic composition of 
capital.” Capital accumulation implies a 
rising organic composition of capital and, 
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hence, a falling rate of profit from (3.5). 
The main hypothesis of this theory, the 
constancy of the rate of surplus value, 
is known to be valid, as shown by the 
available data. This theory can easily be 
applied to the interwar period. The ap- 
plication runs as follows: After World 
War I the profit outlook in manufactur- 
ing (especially automobile), utilities, and 
housing appeared to be good and per- 
sistent. Capitalists accumulated all dur- 
ing the twenties. They built so many 
plants and houses and so much equip- 
ment that the rate of return on the ex- 
panded volume began to fall. The rate of 
return on the greatly expanded capital 
structure was so small during the thir- 
ties that there was little capital invest- 
ment and the system was depressed for a 
decade. It was the capital accumulation 
of the twenties which led to the fall in the 
rate of profit and the consequent stagna- 
tion of the thirties. The theory does not 
say that the stagnation or maturity is 
permanent. It is no contradiction of the 
theory to observe that housing capital, 
relative to the population, declined during 
World War II, thus generating a high 
rate of return on housing capital and a 
building boom again. Similarly, the pres- 
ent capital expansion in other industries 
is no contradiction of the theory. How- 
ever, the theory indicates specifically 
that the capital expansion will not con- 
tinue indefinitely. Once a large stock of 
capital has been accumulated again, the 
mature-economy doctrine should predict 
another stagnant period of a decade or 
more. 

In the Marxian model, (3.24)—(3.29), 
it will be observed that the demand for 
investment goods depends upon two vari- 
ables—profits and the stock of capital. 
The essence of the Marxian theory is that 
both variables must be in this relation. 
The dependence on profit is positive, and 


the dependence on capital is negative. 
The stock of capital becomes a very seri- 
ous drag upon the system. Many of the 
present author’s statistical investigations 
in separate industries, as well as for the 
economy as a whole, have shown that the 
stock of fixed capital is negatively re- 
lated to investment. The more capital 
there is, other things unchanged, the less 
is the desire for new capital. The conse- 
quences of capital accumulation have 
never been fully explored. For example, 
if we drop the capital variable from the 
Marxian model or if we use the custom- 
ary forms of the Keynesian model, the 
multiplier equation for the whole system 
usually takes the form: 


Y +a; Y-1+a2.Y-2.+.... } 
(4.1) 
+a,Y-,= AG, 


where Y = real income and G = real 
exogenous investment. If, on the other 
hand, the variable, Z_, = stock of fixed 
capital, is introduced in the equation of 
demand for producer goods, the multi- 
plier equation will have the form: 


Y +a, Y-1:+a2Y-2.+.... } (4 2) 
+an¥-n=B:iG+B:G-+1.) 


The difference between (4.1) and (4.2) is 
significant. The values of 8 and 8, will 
be positive, but if capital has a depress- 
ing influence on investment, the value 
of 8, will be negative. Both the truncated 
and the untruncated multipliers from 
(4.2) will be smaller, the larger is the 
negative value of 8,. The depressing in- 
fluence of capital accumulation operates 
not only partially in the demand equa- 
tion for producer goods but also perme- 
ates the entire system with a depressing 
influence. The stimulative shocks given 
to the system by exogenous investment, 
such as new industries and guvernment 
spending, will be cushioned by the de- 
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pressing influence of capital accumula- 
tion. 

The reason for introducing the stock of 
fixed capital in the investment-demand 
equation of the Marxian system is that 
in this form the equation fits in so well 
with the theory of the falling rate of 
profit. It is also possible to argue that an 
implied “theory of the declining marginal 
efficiency of capital” in the Keynesian 
theory would call for the introduction of 
a variable representing capital accumula- 
tion in the Keynesian investment sched- 
ule. In the past, economists have modi- 
fied the Keynesian investment function 
in this way, but only for the long-run the- 
ory in which investment is zero. The real 
world, however, is not one of long-run 
equilibrium in which investment is zero 
or one of short-run equilibrium in which 
the stock of capital is taken as given. The 
real world falls between these extremes, 
and the Marxian model of this paper is a 
representation of the compromise. 


V. REDISTRIBUTION OF INCOME 


No theory has received more vulgari- 
zations than has the theory of the effect 
on employment of the redistribution of 
income. The correct results need to be 
systematized with all assumptions stated 
explicitly. For simplicity, we shall con- 
sider redistribution between only two 
types of income, wages and nonwages (= 
profits). One type of vulgarization is to 
look at wages only as a demand factor 
and not at wages as a cost factor. The 
argument is that a redistribution from 
profits into wages will always increase in- 
come and employment. 

Many old-fashioned trade-unionists 
argue that the only way to cure a condi- 
tion of unemployment is to redistribute 
income from profits into wages. They see 
faulty distribution as the principal flaw 
in the economic system and regard its 
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correction as a sufficient policy to insure 
smooth working of the social mechanism. 
Many economists who call themselves 
Keynesians have also relied very heavily 
on redistribution of income as a powerful 
antidepression policy. They have often 
overemphasized the demand aspects of 
wages to the neglect of the cost aspects. 
There is another group of economists 
who look at wages purely as a cost factor 
and neglect the influence of wages as a 
demand factor. Most of the supporters of 
wage cuts as a policy for curing depres- 
sions are in this category. They argue 
that, if wages are cut, capitalists will 
have lower costs and hence will be able 
to expand their plants. This argument is 
wrong not only because it is based on an 
incorrect analysis of redistribution but 
also because it does not take into account 
the possibility that falling wages may 
generate adverse expectations. 
Obviously, the most proper type of 
model for analyzing the effects of redis- 
tribution is one that gives full effect to 
wages as a cost factor and to wages as a 
demand factor. The Marxian model is 
very well suited for this purpose. The 
consumption function distinguishes be- 
tween wages and profits as separate de- 
mand factors, while the investment func- 
tion—an equation of capitalist behavior 
alone—depends on profits, which means 
that wages enter as a cost factor. If our 
analysis is limited to the instantaneous 
effect on output of redistribution of in- 
come within a given period, we can neg- 
lect the influence of capital accumulation 
as a variable in the investment function. 
The term §,Z_,, in (3.25), can be incor- 
porated with the constant term because 
8,Z_, is predetermined and thus given for 
any single time period. 
The following result can be stated for 
our model: If the capitalists’ marginal 
propensity to spend (consume and in- 
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vest) is greater than the workers’ mar- 
ginal propensity to consume, redistribu- 
tion from profits into wages will decrease 
income. If the two marginal propensities 
are the same, income will be unaffected 
by the redistribution, and if the latter 
marginal propensity is greater than the 
former, redistribution from profits into 
wages will increase the level of income. 
It is by no means certain, a priori, which 
propensity is greater. Capitalists like to 
accumulate,and workers like to consume. 
Only by making accurate quantitative 
measurements of the propensities can the 
final result be determined. The author 
has found that some methods of statisti- 
cal estimation give one result, and some 
methods give another. By any method of 
estimation used thus far, the confidence 
intervals for the parameters are so large 
that no definite conclusion can be drawn. 

The intuitive explanation of the fore- 
going propositions is very simple. If a 
dollar is taken away from a capitalist, he 
will cut expenditures by the amount of 
his marginal propensity to spend, and, if 
this dollar is given to a worker, he will 
increase expenditures by the amount of 
his marginal propensity to consume. The 
quantitative effect on income depends on 
the extent to which these marginal pro- 
pensities diverge. The data upon which 
the statistical models are based show 
that the marginal propensities are, at 
least, close together. If we take into ac- 
count the capitalists’ marginal propen- 
sity to spend on producer goods as well as 
the marginal propensity to spend on con- 
sumer goods, we find that the total mar- 
ginal propensity to spend is probably be- 
tween .7 and .o. The workers’ marginal 
propensity to spend is also in the same 
neighborhood, between .8 and .9. In the 
discussion of redistribution, economists 
often tend to consider only the two 
groups’ marginal propensities to con- 


sume, which are, of course, much farther 
apart. 

There are special cases in which un- 
equivocal results can be obtained. Marx 
has been interpreted as having claimed 
that the workers spend all their income, 
i.e., have a marginal propensity to con- 
sume equal to unity. If, as seems reason- 
able, the capitalists have a marginal pro- 
pensity to spend which is less than unity, 
it follows by assumption that redistribu- 
tion from profits into wages will always 
stimulate production. It can be shown 
that, for this case in the Marxian model, 
the increase in income is always greater 
than twice the amount redistributed. 
This is not a realistic case, however, be- 
cause time-series and family-budget data 
both show that the marginal propensity 
to consume out of wages is not so great as 
unity. The budget data show little or no 
aggregate savings in the low-income 
classes, but some investigators have 
wrongly interpreted this to mean that the 
marginal propensity to consume is unity. 
The thing to look at is not the aggregate 
savings in the low-income groups but the 
slope of the savings or consumption func- 
tion in this income range. The slope is 
definitely not unity throughout the range 
$o-$3,000 income per year. In this in- 
come range there are both dissaving and 
saving, which cancel each other to a large 
extent and make the total appear small. 
But the dissaving can always be more or 
less than the observed amount, and it is 
not correct to infer that the existence of 
dissaving means that low-income fam- 
ilies consume exactly 100 per cent of 
every extra dollar of income that they 
receive. 

Another special case in which the ef- 
fects of redistribution can be more exact- 
ly assessed is that of exogenous invest- 
ment. If it is believed that investment de- 
cisions of businessmen are unrelated to 
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variables internal to the system—de- 
pending instead on innovations, psycho- 
logical expectations, legislative decisions, 
etc.—the only relevant parameters for 
the redistribution problem are the mar- 
ginal propensities to consume of workers 
and capitalists. The data show definitely 
that the marginal propensity to consume 
of the former class is greater than that of 
the latter class; therefore, within the 
framework of the model of exogenous in- 
vestment, relistribution from profits into 
wages will always stimulate income. 

There are also special models where re- 
distribution from profits into wages cer- 
tainly decreases income. For example, 
there is a tendency on the part of many 
model-builders to assume that total in- 
come (wages plus profits) is the relevant 
variable in the consumption function. 
This assumption gives equal weight to 
wages and profits on the side of demand 
for consumer goods. If, to this assump- 
tion, is added the assumption that in- 
vestment expenditures depend on prof- 
its, the marginal propensity to spend out 
of profits will be greater than the mar- 
ginal propensity to consume out of wages, 
and redistribution will have the above- 
stated effect. 

There is nothing in the uncertainty of 
the conclusions of this section to con- 
tradict either the Marxian or Keynesian 
theoretical systems. This point must be 
made clear because many supporters of 
these theories make more extravagant 
claims about redistribution than can be 
justified on the grounds of the theories of 
employment alone, convincing though 
these claims may be from the point of 
view of economic welfare, equity, and 
Justice. 
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In the Marxian theory, to state mat- 
ters mildly, there is no hint that redis- 
tribution of income is a sufficient policy 
to insure that capitalism will always pro- 
vide uninterrupted full production and 
employment. This is consistent with the 
findings that the marginal propensity to 
spend out of profits is not very different 
from the marginal propensity to spend 
out of wages, so that the redistribution 
effect is minimized. If the system is such 
that the latter marginal propensity ex- 
ceeds the former, one must conclude that 
workers are kept so close to physical sub- 
sistence that they are forced to spend 
practically all their income. This is the 
situation which calls for redistribution 
from profits into wages as an employ- 
ment-creating policy. If the former mar- 
ginal propensity exceeds the latter, the 
Marxian explanation is that capitalism 
generates such fears and uncertainties 
about the future in the minds of the 
workers that they are forced to save for 
the “rainy day.’ Precautionary saving 
of this type is enough to drive their mar- 
ginal propensity to consume below the 
marginal propensity to spend out of 
profits. Under such circumstances, redis- 
tribution from profits into wages which 
does not alleviate the fear of the future** 
will not create employment. In the 
Marxian theory, redistribution policies 
which do not alter the mode of production 
are not adequate to solve the problem of 
the occurrence of crises. 


CowLes COMMISSION FOR 
RESEARCH IN ECONOMICS 


UNIVERSITY OF CHICAGO 


24 Social security planning is a type of redistribu- 
tion which does alleviate the fear of the future. 
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Having carefully weighed the world, Franklin could act any part in it .... this homely sage 


and household Plato.—MELVILLE. 


ENJAMIN FRANKLIN is more than a 
B personage in American history. 
He wrote so much, traveled so 
widely, and had so many friends all over 
the Western world; he was involved in 
so many matters of the eighteenth cen- 
tury; and he lived so long that he has 
become an American institution. Most 
schoolboys have read his autobiography 
and have had Poor Richard’s aphorisms 
drilled into them for edification. Later, 
they may have been introduced to the 
“complete” Franklin—the American 


representative of the Enlightenment, the 
scientific deist, the friend of Du Pont de 
Nemours and the physiocrats, le bon 


homme of the French court, and the au- 
thor of some essays in the vein of 
Rabelais. Here the concern is with 
Franklin as a political economist. And 
when full weight has been given to his 
varied intellectualism, we must return to 
him as Poor Richard, or, at most, Poor 
Richard Improved. By making a few 
emendations, Franklin can be reconciled 
easily with the schoolboy’s conception of 
him. 

In his economic doctrine, Franklin 
was eminently “practical”: his ideas 
were designed to meet specific problems, 
and the test of their validity was not 
whether they formed a cohesive, logical 
whole but rather whether they were indi- 
vidually useful. This is the only conclu- 
sion one can draw after considering them 
in toto. Viewing Franklin’s political 
economy otherwise has led students of 
intellectual history into unresolved para- 


dox or to sheer astonishment at their 
subject’s versatility. There are passages 
enough in the profuse writings of Frank- 
lin to make an approximate case for his 
being a physiocrat (or a forerunner of 
British classicism or a mercantilist); a 
friend of the common man (or an 
enemy); an advocate of paper currencv 
(or an opponent) ; a proponent of free (or 
restricted) trade, of high (or low) wages. 
A more comprehensive view would show 
that Franklin was shrewd, cautious but 
not of a closed mind, methodical but not 
given to rote, a great compromiser and 
believer in the virtue of expediency. He 
was not exactly the penny-pinching 
printer of the Awlobiography; he was 
open-minded, intellectually curious, and 
willing to try new ideas; but he was not 
devoted to intellectualism as an end in it- 
self, to the pursuit of truth per se—as 
were, for example, John Adams and Jef- 
ferson. An awareness of these traits is 
necessary if the diverse and conflicting 
elements in Franklin’s economic doctrine 
are to become comprehensible. 


I 


Franklin’s remarks on laissez faire are 
illustrative of his pragmatic outlook. In 
one of his more celebrated economic 
screeds, On the Price of Corn and Manage- 
ment of the Poor (1767), he pleads for the 
free export of grain and for permitting 
grain prices to fluctuate according to 
market conditions. Franklin here insists 
upon a free market, not because it is a 
natural right of producers to sell where 
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they wish and to receive whatever price 
the market offers but because a free mar- 
ket will provide more goods than a con- 
trolled one. If the price of grain is fixed 
below its natural level, farmers will re- 
fuse to produce (or will produce less), 
and everyone in the community, includ- 
ing consumers, will suffer. This, of 
course, is quite true (unless farmers are 
forced to produce), but it is not the cus- 
tomary justification offered in the eight- 
eenth century, when economic freedom 
was not only the most useful policy but 
one of the most natural of rights. From 
these remarks one is prone to infer that 
Franklin approved of the market (or ex- 
change) as the most efficacious method of 
economic organization. Scarcely two 
years later, however, he wrote scathingly 
of commerce, “which is generally cheat- 
ing,” and declared that the only honest 
way to wealth was through agriculture.’ 
Honest or not, however, manufactures 
are useful, for fabricated commodities 
often appear to embody more labor than 
is actually required for their production; 
hence they exchange for more than their 
true worth, and “our traders may more 
easily cheat strangers.” 

Franklin’s reputation as an advocate 
of laissez faire derives largely from Prin- 
ciples of Trade (1774), a pamphlet writ- 
ten in collaboration with George 
Whately, whom Jacob Viner considers 
one of the four thoroughgoing free- 
traders antedating Adam Smith.‘ In this 


*The Works of Benjamin Franklin, ed. Jared 
Sparks (Boston: Hilliard, Gray & Co., 1840), II, 
357. All references to Franklin’s writings are to this 
edition, unless otherwise noted. 


* Positions To Be Examined concerning National 
Wealth (1769), Works, II, 374. 
 Ibid., p. 373. 


4 Jacob Viner, Studies in the Theory of Inter- 
national Trade (New York: Harper & Bros., 1937), p. 
92. 
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tract the prejudices against exchange 
largely disappear. The authors declare: 


Were princes, in general, to abolish all sorts 
of prohibitory laws, trade in general would 
flourish in those countries, where the happy 
situation, the mildness of the climate, the ac- 
tivity and industry of the inhabitants, would 
furnish means for a speedy and useful inter- 
course, reciprocally to supply any real or ideal 
want. 


There follows the customary pointed 
anecdote, most likely an insertion of 
Franklin: 


When Colbert assembled some wise old 
merchants of France, and desired their advice 
and cpinion, how he could best serve and pro- 
mote commerce, their answer, after consulta- 
tion was, in three words only, Laisses-nous 
faire; “Let us alone.” It is said by a very solid 
writer of the same nation, that he is well 
advanced in the science of politics, who knows 
the full force of that maxim, Pas trop gouverner; 
“Not to govern too much.” Which, perhaps, 
would be of more use when applied to trade, 
than in any other public concern. It were 
therefore to be wished, that commerce was as 
free between all nations of the world, as it is 
between the several counties of England; so 
would all, by mutual communication, obtain 
more enjoyments. Those counties do not ruin 
one another by trade; neither would the na- 
tions. No nation was ever ruined by trade, 
even seemingly the most disadvantageous.5 


However, these quotations (of which the 
latter is most often cited) do not exhaust 
the substance of the work, which is a 
curious commentary on Franklin’s po- 
litical economy. 

It is a work filled with strange para- 
doxes and wild extremes. It contains 
acute observations on price mechanics, 
which, however, do not always lead the 
authors into free trade but occasionally 
are used to justify restrictive measures, 

5 Works, Il, 401. Although this tract was original- 
ly written by Whately, Franklin made so many 
emendations and additions that neither could agree 
as to who was to be considered the author. It was 
finally published, in 1774, over the signature, “A 
Well-Wisher to the King and Country.” 
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such as bounties.® The exceptions taken 
to laissez faire in Principles of Trade— 
unlike those in The Wealth of Nations,’ 
published only two years later—are not 
carefully defined or well considered but 
are defended with the kind of haphazard 
reasoning that has come to be associated 
with special pleading. Bounties are com- 
mendable, the authors contend, because 
whatever benefits the individual neces- 
sarily benefits the nation.* This pedes- 
trianism reaches its nadir when Franklin 
and Whately justify trading with the 
enemy on the same grounds.’ Such wild 
extremes are more in rapport with the 
doctrine of the mercantilists than with 
that of the economic liberals." 

Because Franklin held that labor was 
a measure of value" and because he con- 
versed with Smith while the latter was at 
work on The Wealth of Nations, it was 
once contended that Franklin must have 
had a hand in the magnum opus. A care- 
ful study has shown no such influence ;'? 


not a very exhaustive examination of the 
work of the two men is needed to surmise 
that if Smith were influenced by Frank- 


6 Franklin and Whately are almost /oo pragmatic 
in their proposed policy for a corn bounty which will 
(a) raise prices enough to compel workers to be in- 
dustrious and (b) lower prices enough to lay the 
specter of famine. How the authors would have 
achieved this “socially optimum” price is a problem 
to which their pragmatism did not yield a satis- 
factory answer (ibid., pp. 406-8). 

7 Adam Smith, The Wealth of Nations, ed. Can- 
nan (New York: Modern Library, 1937), Book V, 
chap. i and passim. 

§ Franklin, Works, Il, 402-3. 

9 Ibid., pp. 387-88. 

*° Cf. Colbert’s unflagging assertions that he 
was promoting free trade by his authoritarian 
economic order (Eli F. Hecksher, Mercantilism, 
trans. Mendil Shapiro (London: George Allen & 
Unwin, 1935], II, 275-76). 

™ Concerning National Wealth, Works, II, 374. 

"T. D. Eliot, “The Relations between Adam 
Smith and Benjamin Franklin before 1776,” 
Political Science Quarterly, XXXIX, 67-96. 


lin the former.must have experienced a 
pronounced negative reaction. 

Of greater significance than such con- 
jectures are Franklin’s ideas concerning 
the proper economic role of the govern- 
ment of the United States, which he set 
down at the close of the Revolution in 
Information to Those Who Would Remove 
to America (1782). It is a warning to 
emigrating Europeans—farmers, me- 
chanics, tradesmen, and manufacturers 
—not to expect any assistance in their 
enterprises from the Confederation or 


‘ the governments of the states. He wrote 


this tract, he avers, because many Eu- 
ropeans assume that the American state 
governments follow the same policy as 
those of Europe—a policy of mercantilist 
assistance. Immigrants can expect noth- 
ing but the assistance “derived from 
good Laws and Liberty.’”’ The Confeder- 
ation, he explains, has no power to aid 
enterprise, and the state governments 
can seldom offer help. The migrating 
manufacturer can expect no protective 
duties or subsidies, nor can the artisan 
expect any assistance in the establish- 
ment of his trade. The Americans believe 
industries will begin when the nation 
finds them natural, i.e., when they are 
profitable. But if industrious immigrants 
can expect no assistance, neither need 
they fear vexatious interference in their 
legitimate pursuits. Each man may es- 
tablish himself as he desires; workmen 
may enter the trade they wish; and ap- 
prentices will be protected by local laws 
against exploitation. Competition will 
determine who shall thrive and who shall 
fail." 

That Franklin had become entranced 
by the competitive harmonies in the dec- 
ade between the writing of The Prin- 
ciples of Trade and the latter tract is a 
conceivable explanation for such 4 

13 Works, Il, 467-77. 
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change of view, but it is not the most 
reasonable one. Five years later, in the 
Constitutional Convention, he was not 
among the intransigent or even moderate 
free-traders, whose position he advanced 
so well in 1782. At that time the Ameri- 
cans were still bitter over the British re- 
straints that had driven them to war and 
were equally hostile to the efforts of the 
Continental Congress to control the 
economy. Moreover, Franklin’s remarks, 
whatever their intent, could not have 
encouraged any immigrant who ex- 
pected to be subsidized into prosperity in 
the New World, and they were quite con- 
sistent with his aversion to people who 
yearn for a Lubberland where “streets 
are paved with pennyrolls, the houses 
tiled with pancakes, and chickens, ready 
roasted, cry, ‘Come eat me.’ ”’ If Frank- 
lin adopted economic liberalism in 1782, 
as a useful policy, he reverted to his 
earlier position when he made what was 
probably his most important proposal 
before the Constitutional Convention 
(certainly one of the most controversial 
advanced by any of the delegates’). He 
proposed that the power of the govern- 
ment to establish post offices and post 
roads"s be enlarged to include “a power 
to provide for cutting canals where 
deemed necessary.’** Madison enlarged 
the motion to include federal powers of 
incorporation, which, if approved, would 
have given the government economic 

“It is interesting that Franklin should have 
dropped the role of peacemaker and have precipi- 
tated an acrimonious debate just on the question 
of the economic powers of the federal government. 
Moreover, he made his troublesome proposal on 
September 14, only a few days before final ad- 


journment, when the need for unity was as im- 
perative as ever. 


*S Now in Art. I, sec. 8, clause 7. 


*“Madison’s Journal” (September 14), in 
The Records of the Federal Convention of 1787, ed. 
Max Farrand (New Haven: Yale University Press, 
1gt1), II, 615. 
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powers more pervasive than any known 
in American history. The motion was de- 
feated, but Pennsylvania, from which 
Franklin was a delegate, voted for it." 


Because Franklin associated with the 
physiocrats while in France and because 
his writings are frequently imbued with 
agrarianism, he is often described as an 
adherent of physiocracy. The evidence 
for this contention, although somewhat 
more plausible, is no more conclusive 
than that which would make of him a 
forerunner of British classicism. To sup- 
port the supposition of physiocracy, such 
instances as the following can be cited: 
Franklin wrote that all subsistence arises 
from the “earth and water,” that agricul- 
ture is “the only honest way” to wealth, 
and that the superfluity of agricultural 
produce is the source of all riches." 
Franklin was well acquainted with the 
French economists, and he wrote to Du 
Pont de Nemours in 1768 that he was 
charmed by Quesnay’s Physiocratie; he 
wished that he could remain in France in 
order to become a “master of that phi- 
losophy”’ and asked to be remembered to 
his old friend, the elder Mirabeau.'® The 
strongest evidence of physiocracy in 
Franklin’s political economy is contained 
in a letter of 1768, in which he stated: 


17 Ibid., p. 616. 


8 Concerning National Wealth, Works, Il, 373, 
374, 376. 


%“To Du Pont de Nemours,” The Complete 
Works of Benjamin Franklin, ed. John Bigelow 
(New York: G. P. Putnam’s Sons, 1887), IV, 195-06. 
Such effusion is little en rapport with Franklin’s 
previous suspicion of the interest shown by the 
French in his writings. Only a year before (1767), he 
wrote to his son that he suspected “that intriguing 
nation [France] would like to meddle on occasion” 
in order to disrupt friendly relations with England. 
He hoped that “we shall give them no opportunity” 
(“To William Franklin,” The Writings of Benjamin 
Franklin, ed. Albert Henry Smyth [New York: 
Macmillan Co., 1907], V, 47). 
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“And, after all, the true source of riches 
is husbandry. That is truly productive of 
new wealth; manufactures only change 
forms, and, whatever value they give to 
the materials they work upon, they at 
the same time consume an equal value in 
provisions.’’?° 

But this letter proves too much. It was 
evoked by the agitation in New England 
over the restrictions imposed by the 
Townshend Acts of 1767 and was written 
when Franklin was in London as Colonial 
representative. The Bostonians, who 
were most active in the opposition, de- 
manded that America be permitted to 
engage in domestic manufactures, and 
they urged that all British goods be boy- 
cotted. The British were divided between 
astonishment and indignation at the 
American reaction, and Franklin at- 
tempted “‘to palliate” matters a little in 
several public papers,” one of which was 
“Causes of American Discontents before 
1768,” published in the London Chronicle 
in January of that year..He also at- 
tempted to palliate the Americans. And 
the entire program of “palliation” re- 
veals the substance of Franklin’s ‘‘phys- 
iocracy.” 

In addressing the British, he admitted 
that the American opposition to the 
Townshend Acts was an “arbitrary prej- 
udice” and “absurd,” but he contended 
that the “error” was so deeply rooted as 
to be ineradicable.” Yet in the same pa- 


2°“To Cadwallader Evans,” Works, VI, 270. 
This statement is quite consonant with the classic 
physiocratic formulation of Turgot (Reflections on the 
Formation and Distribution of Riches [New York: 
Macmillan Co., 1898], p. 10). Franklin reiterated 
such doctrine later when he declared that seed 
cast on the ground is recompensed forty fold and 
wrote with even more emphasis of the bounty of 
nature in the fishing industry! (The Internal State 
of America [1784], Works, II, 466-67). 


™ Writings, ed. Smyth, V, 74, 97, tot. 
* Ibid., p. 80. 
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per he declared that the Colonists had a 
“natural right” to use their agricultural 
raw materials for manufacturing in so far 
as they did not “thereby hurt the state in 
general.”*3 This, of course, is out of har- 
mony with the physiocratic expression 
above. He wrote to his son William that, 
if the rest of New England followed Bos- 
ton in promoting domestic manufactures, 
the Americans should declare that by so 
doing they would be able the more 
speedily to discharge their debts to 
Britain.** And he admonished the agita- 
tors, in his letter to Evans, that “after 
all, the true source of riches is hus- 
bandry.” 

Finally, it must be noted that when 
Franklin was confronted with the phys- 
iocrats’ tax program, which was the dis- 
tinctive feature of their economic policy 
and the derivative of their unique value 
theory, he rejected it as being unsound. 
Turgot wrote a memorandum for Frank- 
lin on American taxation, urging a single, 
direct tax on agriculture (impot unique), 
which Franklin rejected because it failed 
to cover all conceivable conditions of 
landownership and agricultural produc- 
tion.*s Franklin’s reply is of doctrinal im- 
portance, for it shows the focus of his in- 
terest in economic theory. In a theoreti- 
cal view, Franklin’s remarks are largely 
irrelevant because they are concerned 
only with special cases that bear no 
necessary relation to the principle in- 
volved. Yet his objections cannot be 
summarily dismissed, for he was not in- 
terested in doctrinal purity but in con- 
ceptions that would prove immediately 
useful. To one of such a bent, the special 
cases were just as important as the gen- 
eral principle. 

33 Ibid., p. 86. 

4 Ibid., p. 76. 

25 Euvres de Turgot, ed. Gustav Schelle (Paris: 
Felix Alcan, 1923), V, 510-16. 
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Franklin’s reputation as a precursor of 
classical economics is grounded most 
firmly on his Observations concerning the 
Increase of Mankind, the Peopling of 
Countries, etc., written in 1751. Although 
this essay on population anticipates 
Malthus, its premises had rather general 
currency in the eighteenth century. What 
makes the work unique is its use of such 
premises to frame a policy diametrically 
opposed to the common one. Franklin de- 
clares: “There is, in short, no Bound to 
the prolific Nature of Plants or Animals, 
but what is made by their crowding and 
interfering with each other’s means of 
subsistence.”** America, however, is re- 
moved from the curse of overpopulation; 
indeed, its economic problem is under- 
population. The abundant lands of 
America make the acquiring of a sub- 
sistence easier than in Europe; the habits 
of rural life breed early marriages, large 
families, and domestic felicity. Franklin 
foresaw a doubling of the population 
each generation, because, of the average 
of eight children born to each family, 
four lived to maturity.?”? Malthus like- 
wise assumed that the population in- 
creased in a geometric ratio. Unlike 
Malthus, who saw a solution only in a 
system of restraints on population 
growth, Franklin saw the necessity of 
enlarging the natural rate of increase and 
to this end proposed that the several 
Colonies encourage early marriages, in- 
troduce a program of “industrious educa- 
tion,” attract hardworking immigrants 
from Europe, and, finally, prohibit im- 
ports and encourage exports, for this was 
a method of increasing the natural 
wealth of the nation and of raising the 
level of subsistence.”* 


* Works, II, 319. 
7 Ibid., p. 313. 
** Tbid., pp. 316-18. 


137 


II 


If the preceding observations were 
meant to demonstrate that Franklin’s 
economic liberalism was limited to those 
tenets that “pay,” they were, nonethe- 
less, not offered as representative of his 
ideas. They simply reveal one side of his 
political economy—that suffused with 
notions impinging on the doctrine of 
laissez faire. If any one portion of his 
thought can be winnowed out as typi- 
fying his attitude, it is his observations 
on labor. These might well be a leaf 
taken from the doctrine of English mer- 
cantilism, for they show the same im- 
patience with the habits of the working 
class, the same railing at its supposed 
vices, and the incessant preaching of 
virtues of the “early-to-bed, early-to- 
rise” variety—in all, quite ungenerous 
and illiberal and most out of accord with 
Franklin’s reputation as a champion of 
the common man. One can go through al- 
most none of Franklin’s economic essays 
without coming onto a good sharp whack 
at the working class. In his observations 
on the price of corn, for example, he con- 
cludes that, if prices are reduced (hence, 
real wages increased), the city workers 
will waste their extra income on drink; 
in the Information on America, he is 
comforted that the hard life of the New 
World keeps men out of mischief and 
alehouses. 

His remarks On the Labouring Poor 
(1768) begin: “I do not propose to be an 
advocate for oppression and oppressors. 

"49 This screed is, indeed, a 
misfortune for those who have called 
Franklin the great American liberal and 
the first American economist of note.*° 


9 Ibid., p. 367. 


3* Probably the most notable instance of this 
common assertion is found in V. L. Parrington, 
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(It is not, however, the only evidence of 
his naiveté in economic matters.) Frank- 
lin asserts that the poor of America and 
England are better off than those of any 
other country, because the rich have 
“voluntarily” taken the burden of relief 
upon themselves. This, in a way, is unfor- 
tunate, he continues, for public assist- 
ance has destroyed the industry and 
frugality of the lower classes. There fol- 
lows the inevitable remark on inebria- 
tion: the poor too generally consider 
every increase in income “only as some- 
thing that enables them to drink more 
and work less.”’ Franklin is at a loss to 
understand their complaint: they pro- 
duce everything and receive all wages, 
hence receive all income!** This is an in- 
credible statement from one who was a 
successful businessman and knew where 
every farthing went. Equally amazing is 
his analysis of the cause of low wages: he 
stated that they were the result of com- 
petition for jobs in America, although he 
knew as well as anyone (and in his essay 
on population said as much) that the 
greatest economic deficiency of America 
was the small supply of labor. Franklin 
concluded that the only law required to 
raise wages was the restoration of the 


The Colonial Mind (“Main Currents in American 
Thought,” I [New York: Harcourt, Brace & 
Co., 1927]), 170: “In the midst of prosperity he 
never forgot the unprosperous. All his life his sym- 
pathy went out to whoever suffered in person or 


his Physiocratic convictions, Franklin was social 
minded. He was concerned not with property or 
class interests, but with the common welfare; 
and in his quick sympathy for all sort and conditions 
of men, in his conviction that he must use his talents 
to make this world better and not exploit it, he 
reveals the breadth and generosity of his nature.” 

The most recent instance that has come to my 
attention is in Merle Curti, The Growth of American 
Thought (New York: Harper & Bros., 1943), esp. 
p. 110. 


3* On the Labouring Poor, Works, II, 370. 


biblical commandment, ‘Six days shalt 
thou labor.’’# 

Although Franklin was usually in 
vigorous opposition to high wages (in 
The Price of Corn, On the Labouring 
Poor, Principles of Trade, Information for 
Those Who Would Remove to America), 
because he believed that low wages urged 
workmen to greater industry, yet he once 
submitted that high wages were quite 
desirable—for Europe. In his Reflections 
on the Augmentation of Wages Which Will 
Be Occasioned by the American Revolu- 
tion*3 (from which he obtained his plumes 
as champion of the workingman), Frank- 
lin wrote glowingly, and also with shrewd 
insight, of the advantages of high wages. 
He effectively disposed of the current 
shibboleth that high wages produce an 
unfavorable balance of trade by showing 
that wages are determined by produc- 
tivity, and he revealed considerable per- 
spicacity about the mechanics of the la- 
bor market.*4 He concluded by sum- 
marizing the economic conditions for the 


3 Such biblical references, together with The 
Autobiography and its apothegms, led Max Weber 
to contend that Franklin epitomized the Calvinist 
bourgeois—a viewpoint that suffers somewhat 
from the fact that Franklin was not a Calvinist. 
This, Weber brushes aside by saying that, at any 
rate, Franklin’s father was (The Protestant Ethic 
and the Spirit of Capitalism, trans. Talcott Parsons 
[London: George Allen & Unwin, Ltd., 1930], 
pp. 52 ff.). 

Actually, Franklin made a “useful” thing of re- 
ligion, as he did of everything else. He did not be- 
lieve in anyone’s God, let alone Calvin’s, but he 
thought that such a belief was “useful” for most 
people, and he tried to establish a purely functional 
religion that would satisfy everyone. This church 
was to begin with a group of young men and was to 
be known as “The Society of the Free and Easy” 
(being anything but that). It was to be “free” of 
vice, debt, and creditors and “easy” of dissent (The 
Autobiography of Benjamin Franklin, ed. Nathan G. 
Goodman [New York: Carlton House, 1932], pp. 
100 f.). 


33 The date of this paper is not certain; it was 
probably written during the Revolution. 


34 Works, II, 437-39, 442-43. 
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emancipation of Europe in a statement 
that had few contemporary equals for 
both exhaustiveness and brevity. These 
conditions were: a comparatively more 
equal distribution of wealth, the aboli- 
tion of all feudal remnants, a reform of 
the tax system, and the amendment of 
“bad commercial regulations.” 5 Not to 
be ignored in this tract is the assertion 
that “the object of every political so- 
ciety ought to be the happiness of the 
largest number.”’° 

These are fine arrows for Franklin’s 
liberal quiver, but they do not comprise 
his total armament. They were reserved 
for use against Europe; even in this essay 
he at no point advocates high wages for 
America but merely states the fact of a 
higher wage level in the United States. 
Whatever the intention of Franklin in 
writing the tract, it could not but induce 
immigration from Europe, which he, of 
course, was most desirous of promoting. 

Franklin’s notions concerning slavery 
can be considered in connection with his 
labor doctrine. Of more interest than his 
known opposition to the institution of 
slavery are his reasons for such a posi- 
tion. He wrote in 1751 that the institu- 
tion was unprofitable, for the slave does 
not exercise the diligence and industry of 
one working in his own interest, he must 
be maintained in sickness, and almost 
every slave is “by nature a thief.” Yet 
his enterprising eye could not fail to see 
that slavery possessed an economic ad- 
vantage over free labor in that it assured 
the employer a constant labor supply.*’ 
Not content merely to condemn, Frank- 
lin advanced a Plan for Improving the 
Condition of the Free Blacks (1789), in 


38 Tbid., p. 446. 


* Ibid., p. 437- 


37Observations concerning the Increase of Man- 
kind, etc., W orks, I, 315. 
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which he outlined means of keeping them 
fully employed, for “the want of this 
would occasion poverty, idleness and 
many vicious habits.” He proposed that 
the young be apprenticed or indentured 
in order to make them economic assets to 
the community.** 

Though Franklin’s remarks on free 
labor typify the dominant strain in his 
political economy—that leading to mer- 
cantilism—such remarks are not the only 
evidence of this kind of doctrine. Mer- 
cantilist affinities are also found in his 
assertion that a restriction of imports 
causes a nation to grow richer,*® that 
what one party gains in exchange an- 
other usually loses;*° in his moral evalu- 
ation of consumption and his distinction 
between “productive and unproductive”’ 
labor;* in certain bullionist notions; 
and in his opposition to a competitive 
market.*3 


III 


An examination of Franklin’s eco- 
nomic doctrine would be incomplete 
without an inquiry into his monetary 
views, not because these views are in- 
trinsically important but rather because 
they so often have been misconstrued. 
As in other matters, so in monetary doc- 
trine, Franklin could be all things. 

He made his debut as Colonial econ- 
omist in 1729 with A Modest Inquiry into 
the Nature and Necessity of a Paper Cur- 
rency, which presented devious, and of- 
ten conflicting, reasons why the quantity 


38 Tbid., p. 513. 


39 The Internal State of America (1784), Works, 
II, 466. This, it will be noted, was written after 
The Principles of Trade (1774). 


4° Concerning National Wealth, Works, I, 374. 
# Reflections on Wages, etc., Works, II, 451-52. 


424 Modest Inquiry into the Nature and Neces- 
sity of a Paper Currency, Works, I, 257. 


43 Works, ed. Bigelow, X, 117-19. 
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of paper money in America should be in- 
creased. He stated quite properly the 
direct relation between the quantity of 
money in circulation and the volume of 
trade and in so doing intimated the quan- 
tity theory of the value of money (which 
was then taking shape in Europe); but 
his proper conclusions were reached by 
reasoning that should have produced op- 
posite results.‘ In his explicit considera- 
tion of the value of money, he expressed 
bullionist doctrine.** Of equal interest, 
then and now, are Franklin’s observa- 
tions on the rate of interest, which he 
contended varied inversely with the 
quantity of money in circulation.** His 
Inquiry of 1729 set forth the rationale of 
land banks, which John Law had made 
notorious in France and which were to 
become troublesome in America. To 
realize his objective of an increased 
quantity of paper currency, Franklin 
proposed that the colony of Pennsyl- 
vania establish loan offices that would 
extend farm credit which would be se- 
cured by the farmers’ land. In effect, 
each time a new mortgage was accepted, 
a sum of money equal in amount to the 
principal was to be created.‘? Land se- 
curity for money was a feeble reed, and 
the experience of Pennsylvania and other 
states which adopted the plan was, 
though not so disastrous as John Law’s 
debacle, still far from the experience en- 
visioned by the optimistic Franklin. 
This he realized later in Remarks and 
Facts Relative to the American Paper 
Money (1764). Though still a confirmed 
paper-money advocate, he no longer pro- 
posed a land bank.** But an easy-money 
policy in America was not always a most 


44 Works, II, 256 ff. 
48 Ibid., pp. 257, 265-66. 47 Ibid., pp. 268-70. 


4 Tbid., p. 255. 48 Tbid., pp. 341-54. 


useful one. By 1781, after many decades 
of melancholy experience with paper 
money and hard upon the inflation of the 
Revolutionary War, Franklin had turned 
on his early position and now decried the 
excesses of the states. He no longer 
thought the “over plus” of paper would 
“in someway be disposed of,”’ nor did he 
believe any longer that an increased 
quantity of money would have a salu- 
tary effect on the rate of interest.‘ His 
enthusiasm for a monetary solution to 
economic problems flagged as each new 
effort failed. 


IV 


This paper is entitled “The Political 
Economy of Poor Richard” and as such 
must consider Franklin’s political doc- 
trine in its relation to his economic ideas. 
Ordinarily, one would open rather than 
close this kind of a discussion with an 
examination of the political presupposi- 
tions of economic doctrine and policy, for 
in the eighteenth century economics was 
the child of politics and a man’s ideas of 
the former were usually determined by 
his persuasions concerning government. 
But we are considering Franklin, who 
was not so much concerned with the 
logical sequence of his ideas as with their 
practicability. In politics he was as prag- 
matic as in economics. Before 1770 he 
exercised a conciliatory influence be- 
tween the Colonies and the Crown, 
adopting the point of view of neither. 
When he became convinced of the cer- 
tain separation of the Colonies from Eng- 
land, he adroitly revealed private com- 
munications of the royal governor of 
Massachusetts, which did much to make 
the breach permanent. Franklin’s politi- 
cal doctrine shows no pronounced strains 


49 Ibid., p. 422. 
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of the natural-rights theory which pre- 
vailed in the eighteenth century, al- 
though he certainly must have been 
aware of it. Less concerned with political 
philosophy than with Colonial com- 
plaints, his political writings, like his 
economic, were tracts for the times. 
Even when they moved beyond this 
level, they did not take a place among 
the great American works of the century. 
In 1754, Franklin addressed three letters 
to Governor Shirley, the quiddity of 
which being that, although government 
administered without the people may be 
as good as that administered by them, it 
cannot long endure when there are bur- 
dens to be borne; the people will bear 
much “when they have, or think they 
have, some share in the direction.’’s° 
That government by humoring the popu- 
lace was not merely a Franklin quip is 
evident from his observations on the 
trouble over the Townshend Acts, in 
which he admonished the British that, as 
unreasoning as the American resistance 
might be, the better part of wisdom 
would be to appease it by removing the 
taxes and imposing a direct levy that 
could be raised with the approval of the 
Colonial assemblies.* 

The most explicit formulation of eight- 
eenth-century doctrine which I have seen 
in Franklin’s writings is that in Some 
Good Whig Principles (1768). Here he 
maintained that liberty required that 
every man be called free and be given a 


5° “Letter I,” Works, III, 58. 


* Causes of American Discontents, Writings, ed. 
Smyth, V, 80. 
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share in government, which exists to sc- 
cure “life, property, and peace.’’* Yet it 
was many years earlier that Franklin 
provided the principle that guided his 
reflections. At twenty-three he wrote 
that “men will always be powerfully in- 
fluenced in their opinions and actions by 
what appears to be their particular inter- 
est ....for interest, they say, will not 
lie.”’s8 

If Franklin’s influence on American 
economic thought were to be appraised, 
it would have to be described as a be- 
quest of the virtue of expediency. As 
Carl Becker has suggested, one feels that 
Franklin never fully committed himself. 
He could never accept any doctrine 
wholeheartedly and completely, because 
it might not prove useful in all its as- 
pects. His economic doctrine represents 
such a diverse collection of mercantilist 
and liberal elements that it becomes com- 
prehensible only in the light of his prag- 
matism. This is not to deny his contribu- 
tion to American thought and life. If he 
was not original in formulating prin- 
ciples, he was amazingly ingenious in 
putting them to work. He has been called 
the first American democrat, the first 
economist, the great advocate of revolu- 
tion and independence, and America’s 
contribution to the Enlightenment. 
None of these is quite accurate; some are 
erroneous. More than anything, he was 
pragmatic Poor Richard. 
De PAvL UNIVERSITY 


82 Works, II, 372. 
83 A Modest Inquiry, ec., Works, U1, 261 (italics 
in original). 





WHAT WAS WRONG IN FORECASTS OF POSTWAR DEPRESSION? 


W. S. WOYTINSKY' 


nal, L. R. Klein? discussed the reasons 
for the false predictions concerning 
the transition from the war economy. 
The topic is highly commendable: After 
different methods of prediction have been 
used, it is worth while to appraise their 
relative merits in light of actual experi- 
ence. An objective analysis of the dis- 
tribution of errors will reveal the ad- 
vantages and shortcomings of different 
methods and theories. However, the 
reader is warned by the title of Klein’s 
article, ‘A Post-mortem on Transition 
Predictions .... ,” that the writer does 
not intend to be objective. In literature, 
a post-mortem entitles the writer to be 
biased, especially if the deceased was his 
very dear friend. Indeed, Klein would be 
entitled to do his best to exonerate the 
theories that accounted for the erroneous 
transition predictions, if these theories 
were actually dead. But since they are 
still very much alive—as evidenced by 
his article—Klein’s“‘ post-mortem” might 
be included in the present analysis of er- 
rors in forecasts.’ 
Here, my approach to the problem dif- 
fers from that of Klein’s article partly be- 


I THE August, 1946, issue of this Jour- 


* This paper expresses the personal opinions of 
the author, which are not necessarily those of the 
Social Security Administration with which he is 
associated. 


2A Post-mortem on Transition Predictions of 
National Product,” Journal of Political Economy, 
LIV (1946), 289-308. 

3 The author is none the less pleased to acknow!l- 
edge here that the comments and suggestions of Mr. 
Klein were of great help to him in the final phase of 
preparation of this article. In view of the polemical 
character of the paper, he is particularly thankful 
to Klein for his contribution. 


cause of different appraisals of the im- 
pact of false forecasts. Klein considers 
them as harmless theoretical mistakes: 
Some economists had predicted mass un- 
employment after the end of the war, but 
when the prophecy was not borne out, 
people were just pleasantly surprised 
that there was no depression, and that 
was that. I feel, on the contrary, that the 
false prophets of a postwar depression 
have deeply discredited the science of 
economics in the eyes of the American 
public and that, inasmuch as their views 
were publicized as those of the federal 
government, they have also discredited 
the government. Year after year their 
mistakes will be used as evidence of the 
administration’s incompetence in eco- 
nomic affairs. No less important was the 
impact of these erroneous forecasts 
abroad. By portraying this nation as a 
colossus with feet of clay, they under- 
mined the international prestige of the 
United States at a time when this nation 
was the only power able to consolidate 
peace in the world; by predicting an eco- 
nomic collapse in America, they inspired 
fear in those who otherwise would have 
accepted this country’s leadership and 
bolstered the hopes of those who regarded 
international turmoil as favorable for 
their plans. Thus, the false economic 
forecasts should be listed among the ma- 
jor calamities that have befallen this na- 
tion in recent years. 

This appraisal of the implications of 
false forecasts in 1943-45 makes me feel 
that Klein’s post-mortem just skims the 
surface of the problem, focusing atten- 
tion on details of minor importance and 
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evading the main issue. However, Klein 
personally is well protected against my 
criticism. His alibi is excellent, indeed. 
Although he shared the theoretical ideas 
of the authors of the false predictions, he 
himself prepared, before the end of the 
war, a projection which happened to be 
correct. This projection was never pub- 
lished, but it puts Klein in a unique posi- 
tion. From my point of view, it is the 
position of a man who, starting from false 
premises and using a fallacious method, 
did not arrive at the wrong conclusions. 
Even if Klein himself disagrees with this 
description of his position, I feel that in 
some respects my controversy with him 
is not quite so deep as that with the 
prophets of gloom, with whom he agrees 
in everything but their specific prophe- 
cies. My own article in the Review of 
Economic Statistics, which Klein men- 
tions, is only a minor item in the con- 
troversy upon which I will touch later. 


I 


The first step in an objective appraisal 
of the results of the test of forecasts 
should be to locate the errors. Klein la- 
bels the unlucky forecasters as “‘govern- 
ment” or “‘ Washington” economists. Ac- 
tually, various projections were prepared 
during the war in Washington, New 
York, Chicago, Boston, and other cities; 
some were made by government econo- 
mists, others by private experts. Some re- 
ferred to 1950, some to 1946-47, others 
to a year described as “‘194x.”’ The 
worst of the projections—with postwar 
unemployment of 20 million and more— 
were prepared by research units of labor 
unions and by journalists crusading for 
full employment through deficit spend- 
ing. Thus, the distinction between bad 


‘“Relationship between Consumers’ Expendi- 
tures, Savings, and Disposable Income,” Review of 
Economic Statistics, XXVIII (February, 1946), 1-12. 
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and good predictions did not follow the 
line of Washington versus the rest of the 
nation or of government economists ver- 
sus private economists. Apart from the 
purely political projections, too poor for 
a post-mortem, a deflationary spiral and 
mass unemployment after the end of the 
war was, in fact, predicted by R. G. D. 
Allen (London School of Economics), 
Michal Kalecki (International Labor 
Office), Jacob Mosak, Robert Nathan, 
John Pierson, Beardsley Ruml, Arthur 
Smithies, Everett Hagen, economists as- 
sociated with the National Planning 
Association, and many others. Opposite 
forecasts were prepared by Richard M. 
Bissell, Edwin B. George, Sumner H. 
Slichter, Rufus S. Tucker, economists of 
the Brookings Institution, of Fortune, 
and of the Committee for Economic De- 
velopment, the present writer, and others. 
All in all, about thirty forecasts have 
come to my attention in recent years, 
some of them very general, others more 
elaborate. While many forecasts pointed 
toward depression and mass unemploy- 
ment, about half of them suggested 
inflationary tendencies after the war. For 
brevity, the predictions of the second 
group will be handled as “correct”’ in the 
following analysis and those of the first 
group as “erroneous,” although there 
were different degrees of correctness and 
error in both groups. 

The outstanding feature in the distri- 
bution of errors is that nearly all fore- 
casts classified as “erroneous” were sup- 
plied by proponents of the Keynesian 
theory, while most of the predictions 
originated by other schools—in the gov- 
ernment or private agencies—proved to 
be correct, at least for the transition pe- 
riod. The probability that this distribu- 
tion of errors is unrelated to theoretical 
differences is extremely small indeed. 

If we discard the probability of an ac- 
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cidental distribution of these errors, we 
conclude that the source of the mistake 
must be somehow related to the Keynesi- 
an philosophy. 


II 


The next step in the analysis is to de- 
termine what led so many excellent econ- 
omists of this school to erroneous con- 
clusions. Klein (p. 290), without noticing 
this question, stresses that the “models” 
of the forecasters “actually are intended 
to determine the future gross national 
product and that their estimates of un- 
employment are a by-product” and fo- 
cuses his attention on the estimates of 
gross national product. However, the 
disagreement among these forecasts was 
not very serious, in my opinion. Reduced 
to a uniform price level, most of the pro- 
jections fell within the margin of +10 
per cent, which does not exceed the mar- 
gin of error practically unavoidable in 
forecasts of this type. On this score all 
estimates proved to be fairly good or at 
least not so bad as to require a post- 
mortem. 

However, not all economists arrived 
at their estimate by the method described 
by Klein. His method tries to determine 
the size of future unemployment by sub- 
tracting from the anticipated size of the 

S The margin of error in the estimate of the future 
full-employment gross national product is deter- 
mined by the margins of error in three independent 
estimates—of future labor force, of average annual 
hours of work, and of average output per man-hour. 
The future labor force can hardly be estimated with 
more precision than + 2 per cent. The projection of 
average annual hours of work implies a somewhat 
wider margin of error. Still less reliable is the esti- 
mate of the future average output per man-hour; 
if projection refers to a comparatively remote date 
(as 1950) or to a period of unsettled economic condi- 
tions (as in 1946-47), it can hardly be forecast with 
less error than +5 per cent. The cumulative effect 
of the three margins of error is a margin of error of 
not less than +10 per cent in the estimate of real 
gross national product under the conditions of full 
employment. 


labor force the anticipated demand for 
labor, which corresponds to the antici- 
pated volume of the gross national prod- 
uct. It starts from apparently precise 
estimates of different components of the 
gross national product and arrives at an 
equally precise estimate of future un- 
employment. Unfortunately, with arbi- 
trary assumptions piled one on top of the 
other at each step in the computation, in 
the final estimate the margin of error be- 
comes wider and wider. Elsewhere I have 
shown that the legitimate margin of error 
in the unemployment figure is approxi- 
mately +10 million.* Therefore, if this 
method indicates that (at a definite 
date) 6,537,423 persons will be out of 


6 The future unemployment is estimated as the 
difference between the future labor force and the 
future demand for labor, the last item being de- 
termined as the ratio of total future expenditures 
(of consumers, investors, and government) to 
average output per worker. The future average 
output per worker is, in its turn, deduced from the 
average output in the past with the aid of definite 
assumptions as to variations in annual hours of 
work and in productivity of labor per man-hour. 
The formula is 

ae C+iI+G 
hep ’ 


where U stands for unemployment; LZ for labor 
force; (C + J + G) for expenditures by consumers, 
investors, and government; # for annual hours of 
work per employed worker; and for average out- 
put per man-hovur (in dollars). 

The margin of error for ZL may be as narrow as 
+2 per cent or +1,200,000. That for (C + J + G) 
is necessarily wider than for gross national product. 
Since the divisor (4+ ») is partly checking . the 
errors of the numerator and partly introducing new 
errors, an estimate of the cumulative margin of 
error for (C + 1+ G)/h+ p at 15 to 16 per cent 
seems to be on the conservative side. Applying this 
rate to 56 million, which corresponds to employ- 
ment under fairly unfavorable business conditions, 
the admissible mistake in the estimate of future de- 
mand for labor may be +8.4 million or even +9 
million. 

This allowance for error in the projection of de- 
mand for labor, combined with the margin of error 
+1.2 million in the estimate of labor force, implies 
an error of +9.6 million or + 10.2 million in the final 
unemployment figures. 
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work, the result should be’ written 
6,537,423 + 10 million, which may mean 
anything from more-than-full employ- 
ment to the most severe depression. With 
a few exceptions, all the false forecasts 
remained within this comfortable margin. 
This would be enough to exonerate them. 
But their exoneration would imply a 
complete condemnation of the method. 
A method with a margin of error many 
times as wide as the item to be estimated 
is useless for any practical purpose. 
Moreover, although this is the precise 
Keynesian method, I doubt whether 
many Keynesians took it seriously in 
their projections. Their most common 
procedure was, rather, to start from the 
probable labor force and hypothetical 
civilian employment (after allowance 
for the armed forces and frictional un- 
employment) and to estimate the prob- 
able changes in hours of work, produc- 
tivity of labor (for the whole economic 
system or for its different sectors), and 
prices, leaving further computation to 
the calculating machine.’ The divergence 
started in the next phase of the analysis, 
in appraising the economic implication 
of the anticipated growth of the national 
product. The question was whether this 
product could be absorbed by consump- 
tion and investment or whether the as- 
sumed level of production implied a de- 
flationary gap and mass unemployment. 
The controversy on this point was epito- 


’W. S. Woytinsky, “Techniques of Income Pro- 
jection,” in a symposium, Measuring and Projecting 
National Income (“Conference Board Reports, 
Studies in Business Policy,” No. 5 [New York: 
National Industrial Conference Board, 1945]); 
Edwin B. George, “Gross National Product Pro- 
jections,” Dun’s Review, March, May, June, 1945, 
Pp. 9 in each issue; “Full Employment: Comparison 
of Estimates,” Business Conditions (a review by the 
Federal Reserve Bank of Chicago), October, 1946, 
Pp. 1-7. 
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mized in the divergent estimates of un- 
employment, which represented not a 
by-product of the projection but its 
final goal. Although the magnitude of 
the anticipated gap, and therefore the 
level of unemployment, depended to 
some extent on the particular procedure 
used by the individual forecasters, 
differences in their techniques were of 
minor importance. Using various tech- 
niques, nearly all Keynesian economists 
arrived at the conclusion that a gross 
national product of about 200 billion 
dollars cannot be consumed in the usual 
way, following the pre-war pattern. Like- 
wise, using various techniques, other 
economists came to the opposite con- 
clusions. 

To sum it up, both groups of fore- 
casters, contrary to Klein’s contention, 
practically agreed on the size of the na- 
tional product after the war, but for some 
economists this level of economic activi- 
ties was associated with an inflationary 
situation and full, or more than full, em- 
ployment, while for others it meant a de- 
flationary spiral and severe unemploy- 
ment. As far as transition predictions are 
concerned, the weak point of the falla- 
cious estimates of unemployment was in 
the judgment of the forecasters on the 
relationship between national income 
and employment. 

Moreover, most of the forecasts of 
mass unemployment after the war were 
of the “if” type and made a very impor- 
tant reservation: This is what will hap- 
pen unless the danger is met by such 
measures as public works, deficit spend- 
ing, surplus export, reshaping of distribu- 
tion of incomes, and so forth. This pro- 
viso reduced the point at issue to the sim- 
ple question: Assuming a gross national 
product of approximately 200 billion dol- 
lars, will full employment be self-sustain- 
ing or not? 
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Klein believes that at least one of the 
false projections, which was not much 
worse than others of the same theoretical 
origin, rested on improper regression for- 
mulas. I agree that Klein’s substitute 
formulas are better, but this point is ir- 
relevant in comparison with the fact that 
all forecasts based on the theory of con- 
sumption function—except Klein’s own 
projection—went haywire. As this theory 
appeared in the recent controversy on 
postwar perspectives, it held that nation- 
al consumption does not keep pace with 
a rise in national income. Since savings 
tend to outrun investments, it becomes 
constantly more difficult to maintain full 
employment when national income goes 
up, so that unemployment must rise un- 
less the deflationary gap is closed by spe- 
cial measures. Applied to the national in- 
come in 1946-47 or 1950, which was ex- 
pected to be considerably higher than 
that in 1940, this theory suggests that 
full employment cannot be self-sustain- 
ing at this level of production. By intro- 
ducing additional variables and reshaping 
some equations, this conclusion may be 
modified for the reconversion period, but 
in the subsequent normal years, say 
1949 or 1950, this theory places us again 
in a vicious circle: To have full employ- 
ment, the United States must have a 
gross national product close to 200 billion 
dollars; but when it reaches this level, 
mass unemployment will develop be- 
cause the nation will save more than it 
needs for investment. 

Since this theory has been put to the 
test, there are two ways to handle the 
negative result of the experiment: Either 
we accept its outcome and try to find 
out what is wrong with the theory, or we 
reject the results of the observation and 
try to save the bankrupt theory by 
couching it in modified algebraic sym- 
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bols. To make the controversial issue 
still clearer, the disagreement between 
Keynesian and non-Keynesian econo- 
mists may be expressed in Klein’s terms 
as a dispute on the shape of the consump- 
tion function. Thus, Klein writes: 

There is a good reason for believing that 
there is a significant constant term in the say- 
ings function. The aggregate savings function 
is obtained by summing all the individual sav- 
ings functions. Suppose an individual has zero 
income. Will he consume anything? Of? course, 
he will have positive consumption (negative 
savings), which represents his minimum sub- 
sistence level. Similarly, the community, as a 
whole, will show a positive expenditure for zero 
income. Woytinsky’s saving-rate functions fail 
to show this constant term. A glance at family- 
budget data on consumption by income class 
shows very clearly that people spend more than 
their incomes in the low-income classes and 
that the consumption function has a positive 
intercept for zero income.® 


I do not see how a community can 
have zero income and yet show a positive 
expenditure. A community of pirates 
would fall closest to this pattern, but 
only if its statisticians refused to include 
in its national product, as income, the 
booty obtained by dishonest means. 
Even Robinson Crusoe, in all his misery, 
consumed only a part of the current 
product of his labor and “saved” the 
rest for a rainy day, so that his saving 
function was positive for an income very 
close to zero. Temporarily, expenditure 
of a community with insufficient income 
may be increased by borrowing or by 
using up formerly accumulated stocks. 
But a community that enjoys a zero in- 
come and still has a positive consump- 
tion function supplied from outside is 
conceivable only as a congregation of 
shrewd loafers comfortably surrounded 
by industrious suckers. 

However, the consumption-saving 
function should not be tested by imagi- 


® Klein, op. cit., pp. 295-96. Italics supplied. 
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nary examples. If a stable function of 
this type exists and can be projected into 
the future, it is valid also for the past and 
may be tested by historical experience. 
The test is extremely simple. Suppose 
that the correct consumption function 
for the United States is that developed 
by Jacob L. Mosak,? 


C= 8.621+0.803X , (1) 


where C is consumption and X disposable 
income in billions of dollars. Then, sav- 
ings (S) will be expressed by the formula 


S=X—C=0.197X — 8.621, (2) 


which implies that savings must be zero 
when 


0.197X =8.621 or X=43.76 (3) 
and are negative when 
X < 43.76. (4) 


Since disposable income is, as a rule, 
lower than total national income, formu- 
las (3) and (4) suggest that no savings 
were possible in the United States so long 
as its national income was below 44 or 45 
billion dollars. 

The consumption function developed 
by L. Paradiso and used by the National 
Planning Association” leads to a similar 
conclusion. It reads, in fact, 


C=5.50+0.828X + 0.04 


(year — 1935) (S) 


and implies the following regression for 
savings 
S=0.172X¥ —5.5—0.04 


(year — 1935) { (6) 


* “Forecasting Postwar Demand,” Econometrica, 
XIII (January, 1945), p. 44. 
_ ™ National Budgets for Full Employment (Wash- 
ington, D.C.: National Planning Association, 1945), 
P. 79. 
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Applied to the national income before 
the first World War, this formula indi- 
cates the annual amounts of savings, in 
billions of dollars, at current prices, 
shown in the accompanying table. 











TABLE 1 
1869 1879 1889 1899 1909 
National 
income*} 6.8 7.2 10.7 15.4 26.5 
Savings. ..|—1.69|—2.02|— 1.82/— 1.41/+ 0.10 














* As computed by Robert F. Martin. 


Even without correction for the dif- 
ference between total income and dis- 
posable income, the United States ap- 
pears to have had negative savings up to 
1918, according to Mosak, and up to 
1909, according to Paradiso. Klein be- 
lieves that this is precisely how this na- 
tion had to budget its expenditures as 
long as its income was too small for sav- 
ings. However, this theory was unknown 
in the United States in those earlier 
years, and savings were at that time 
roughly in balance with capital forma- 
tion. 

Thus, a backward extrapolation of 
consumption-saving functions proves 
convincingly the fallacy of the theory of 
the “positive intercept.” The only objec- 
tion to this test is that formulas deduced 
from the experience in 1923-40 or 1919- 
40 should not be applied to the period 
before the first World War. But if this 
objection is accepted—and I personally 
am inclined to accept it—there is no jus- 
tification for extrapolating the same for- 
mulas into the period after the second 
World War. In fact, the only difference 
between the two extrapolations is that, 
when a formula is extrapolated into the 
past, its fallacy may be proved instantly; 
when it is extrapolated into the future, 
the disillusionment comes later. 





148 


IV 


The preceding reasoning does not pre- 
tend to prove that consumption expendi- 
tures and savings are not functions of dis- 
posable income. Nearly any time series 
may be expressed as a function of other 
time series; excellent fits may be ob- 
tained between such series as the num- 
ber of visitors in our national parks and 
the number of automobile accidents in 
Australia or of divorces in Paris. Unfor- 
tunately, these functions are purely de- 
scriptive of observed data and permit no 
extrapolation. Consumption functions 
like those used in predictions of mass un- 
employment in 1945-46 belong to the 
same class. Klein may meet my criticism 
by a suggestion that new and better re- 
gression formulas be developed, relying 
on a longer series of observations and 
taking into account a number of inde- 
pendent variables. Such formulas cer- 
tainly may be presented, and some of 
them will probably show excellent fit 
with empirical data. It is not clear, how- 
ever, whether this will improve the tech- 
nique of projection. Based on a mathe- 
matical elaboration of several independ- 
ent series, the new formulas will defy any 
extrapolation unless it is assumed that 
the interrelation of observed features will 
remain the same in the future as in the 
period surveyed. In practice, after hav- 
ing extrapolated such a formula, one 
must use his judgment in deciding wheth- 
er the result is good. If one likes the re- 
sult, he accepts it; otherwise, he adjusts 
it to his own ideas. Regression or no re- 
gression, if the judgment of the analysis 
is sound, he has a good chance of hitting 
the nail on the head. If his judgment is 
poor, he will produce projections not 
much better than those which have 
covered with immortal glory the Ameri- 
can-Keynesian school. I do not think it 
is necessary to go through intricate alge- 
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braic manipulations to arrive at that 
score. 

Moreover, it can be proved that the 
“consumption function” (in its simple 
linear form) is highly instable also for 
single families. Numerous surveys have 
shown that the ratio of savings to dis- 
posable income, in the same dollar-in- 
come brackets, is higher in rural areas 
than in cities and is higher in compara- 
tively poor communities than in rich 
ones. Other surveys have shown that 
this ratio declined conspicuously from 
the early days of the United States to 
the 1930’s and varies from year to year 
with changes in business conditions and 
business prospects as well as with changes 
in prices. 

Here my article in the Review of Eco- 
nomic Statistics, to which Klein referred, 
comes into the picture. The purpose of 
that article was not to prove the insta- 
bility of the consumption function: It 
could not add much to the evidence of 
its instability provided by history and 
family-budget surveys. The purpose, 
rather, was to see whether the consump- 
tion formulas currently used were sup- 
ported by even meager statistical data. 
Re-examining the series from which 
these formulas were derived, I found, 
first of all, that the alleged high ratios of 
correlation between disposable income 
and consumer expenditures were spuri- 
ous in view of the fact that the latter 
item represents usually more than 90 
per cent of the former item. To get rid 
of this meaningless correlation, I shifted 
the analysis to the relationship between 
the disposable income and the rate of 
saving. An additional advantage of this 
procedure, not mentioned in my article, 
was that it eliminated the idea of nega- 
tive savings as the pattern of the Ameri- 
can economy before the first World War. 
After a scatter chart showed beyond any 
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possible doubt that the slope of the re- 
gression line of the saving function, com- 
puted in this way for the period 1919-40, 
expressed the depression-prosperity rela- 
tionship rather than the long-range 
trend, I naturally tried to exclude the de- 
pression years from the chart. Klein (p. 
295) thinks that “this is a scientifically 
unacceptable attitude because it makes 
the results depend entirely on personal 
judgment.” I do not see, however, why 
personal judgment is incompatible with 
science. 

Moreover, I disagree with Klein’s 
opinion that “prosperity” and “depres- 
sion” are simply years of high and low 
national income: The 40 billion dollars 
that marked the deepest depression in 
1932 would have meant a boom year be- 
fore the first World War; the 83 billion 
dollars that marked the peak of the 
boom in 1929 would indicate a deep de- 
pression in 1947. If years of depression 
and prosperity are described in terms of 
the ratio of current national income to 
its trend value, as suggested by Louis 
Bean, the years 1931-34 will be excluded 
not as “depression years” but as years 
when real national income was less than 
70 or 75 per cent of the trend value. This 
correction would not change the results 
of the analysis. 

I recognize that my formula of savings 
in prosperous years, Savings = 7.5 per 
cent of disposable income + 1.3 billion 
dollars, suffers from the original sin of 
all mathematical formulas applied to eco- 
nomic phenomena: It forces into an over- 
simplified mathematical strait jacket re- 
lations that are too complicated to fit 
any mathematical formula.“ No im- 


™ For a more detailed discussion of consumption 
function see the series of articles in Vol. XVIII, 
No. 4 (November, 1946), of the Review of Economic 
Staiistics. My rejoinder to these articles will appear 
in one of the future issues of the Review. 
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provement of method can prevent this 
shortcoming of mathematical formulas 
in economic projections, and I did not 
claim that my formula was an exception 
to the general rule. I claimed only that it 
was not quite so bad as the formulas with 
a “positive intercept.’’ The conclusions 
of my article were largely negative: 


(1) Projections of the hypothetical amount 
of savings under conditions beyond the range 
of actual observation require reservations for a 
considerable margin of error. 

(2) Projections based on observed variations 
in the savings rate deviate strikingly from 
those deduced from variations in the size of 
savings. 

(3) The Formula (Savings = 7.5 percent of 
disposable income + $1.3 billion) [as suggested 
in my article] is likely to give an overstated 
estimate of savings if disposable income ex- 
ceeds 100 billion dollars, at 1941 prices. 

(4) Only by an accumulation of methodo- 
logical errors can we deduce from the available 
empirical data a regression formula which 
would indicate higher savings than those sug- 
gested by this formula.” 


Vv 


I do not think that Klein’s article in- 
validates these statements. It seems 
to me, rather, that disaster overtook 
the Keynesian-school forecasters be- 
cause they started from an arbitrary 
a priori assumption that there would be 
a deflationary gap in our economy after 
war expenditures ended. This would ex- 
plain in a satisfactory way the strange 


. fact that, using all kinds of correlation, 


this school overlooked the perfect nega- 
tive correlation between unemployment 
and savings: Unemployment is declining 
when the saving rate is rising and is 
rising when this rate is declining. This 
depression-prosperity relationship is in 
no respect less valid than the currently 


% Woytinsky, “Relationship between Consumers’ 
Expenditures .... ,” op. cit., p. 11. 
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used consumption function that states 
only that the saving rate rises in pros- 
perity and declines in depression. If 
economists accustomed to expressing 
themselves in terms of regression formu- 
las had combined an appropriate regres- 
sion between unemployment and savings 
with the saving-consumption function, 
their reasoning would have been reduced 
to a simple syllogism: (a) The rate of 
saving to disposable income increases 
when national income is growing. (6) Un- 
employment dwindles when the rate of 
saving is increasing. Therefore: (c) Un- 
employment will be low after the end of 
the war when national income is expected 
to be much higher than at any time be- 
fore the war. 

Although reached by combination of 
two wrong generalizations, the conclu- 
sion ¢ is correct. In terms of regression 
formulas, the same conclusion may be 
reached in a simpler way by correlating 
unemployment and national income for 
1919-40 or any other period for which 
the two series can be made available. In 
fact, a close negative correlation exists 
between the two series: “‘ Unemployment 
rate dwindles when national income is 
increasing.” 

Expressed in the form of a regression 
formula, this generalization is exactly as 
good and as bad as the consumption 
function with its deflationary-gap impli- 
cation. Deduced from the correlation be- 
tween two short time series, it expresses 
an obvious depression-prosperity rela- 
tionship, and its extrapolation is as falla- 
cious as that of the consumption function 
that expresses the same relationship. 

Why did the authors of the unlucky 
projections base their forecasts on the 
reasoning: (a4) consumption-saving-func- 
tion deduced from depression-prosperity 
experience; (b) unemployment as a re- 
sult of deflationary gap; conclusion: (c) 
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mass unemployment after the end of the 
war (in 1946-47, 1950, or any other year)? 

The authors of the false predictions 
rank too high as economists to warrant 
the belief that this was an accidental er- 
ror. It seems more plausible to believe 
that they used the pattern of reasoning 
because it led to conclusions which ap- 
pealed to them as correct. The process 
may have developed subconsciously, but 
it appears fairly certain that many 
people were attracted to the consump- 
tion-function theory not by its mathe- 
matical justification but by its social 
and political implications. 

Moreover, such has been the origin of 
all spectacular false prophecies. Appre- 
hension of the approaching terrible 
events comes first. Then, some dark pas- 
sage is dug out from an Old Book that 
can be interpreted (extrapolated) in such 
a way as to point toward the approach- 
ing danger. The text catches the imagi- 
nation of those who believe in the forth- 
coming calamity and becomes the foun- 
dation of their faith. Although the tech- 
nique used for fitting the text to the com- 
ing developments is utterly irrelevant, it 
should be recognized that in most cases 
it is strictly honest, solemn, and mysteri- 
ous. If the apprehension is correct, the 
prophecy will be fulfilled; if it was falla- 
cious, it will be forgotten. In the particu- 
lar case discussed here, the apprehension 
was not correct and the prophecy cannot 
be saved by a reinterpretation of the 
fatal passage. 


VI 


Klein (p. 290) believes that not all is 
lost : ‘While the estimates for 1945, 1946, 
and 1947 are proving to be wrong, for 
1950 they may still be correct, unfortu- 
nately,” he writes. If he means, “‘unem- 
ployment may still develop sometime,” 
he plays safe. Since the present more- 
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than-full-employment boom cannot last 
indefinitely, a setback is bound to come. 
However, this is not the real issue of the 
controversy. The issue, as I see it, is the 
relationship between unemployment and 
national income. 

The consumption-function philosophy 
is readily misunderstood by the public. 
As currently used by labor leaders, it be- 
comes a theory of unemployment as a 
result of the growth of national income. 
It is boiled down to the belief that eco- 
nomic and technical progress leads to 
misery unless the economic system is 
drastically reshaped. If no far-reaching 
changes in distribution of income and 
fiscal policy were in sight, the next best 
thing to do would be to stop economic 
progress. In contrast to this philosophy, 
some people think that the source of un- 
employment is in the uneven and retard- 
ed growth of the economic system and 
that full employment is possible at any 
level of production, provided that the 
national product increases continuously 
and at a sufficient rate. Unemployment 
develops when the economic expansion is 
interrupted or slowed down by mal- 
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adjustments or dislocations. If such a 
situation develops, the disturbing fac- 
tors should be located and eliminated, 
although not necessarily by the means 
suggested by “models” of national 
budget. Then, with production again in 
high gear and national income rising 
above the predepression level, unemploy- 
ment is gradually reabsorbed. 

To present the issue in a nutshell, the 
question is whether unemployment is as- 
sociated with an excessive or an insuffi- 
cient rise in national income. The forth- 
coming economic setback would vindi- 
cate the current philosophy of saving 
outrunning investment outlets and lead- 
ing to depression only if mass unemploy- 
ment develops because national product 
is too high. If, on the contrary, unem- 
ployment accompanies a temporary drop 
in income, this will be a new evidence of 
the fallacy of the consumption-function 
theory. If, after this test, a new and final 
post-mortem is written on the consump- 
tion-function philosophy, nobody will re- 
proach the writer for its biased appraisal. 
De mortuis aut bene aut nihil. 


WasuincTon, D.C. 





NOTES ON THE HISTORY OF THE GIFFEN PARADOX 


GEORGE J. STIGLER 


OR more than half a century economists 
have recognized the possibility of a posi- 
tively sloping demand curve. They have de- 
sired a real example, probably to reassure 
themselves of the need for discussing the 
possibility, and almost invariably they have 
used Marshall’s Giffen paradox as this ex- 
ample. The present note arose out of curios- 
ity as to the nature of the evidence for the 
paradox—a curiosity that was and is far 
from satisfied. 

Marshall introduced the paradox in the 
third edition of his Principles (1895) ,' with 
a paragraph that was not changed in essen- 
tials in later editions: 


There are however some exceptions. For 
instance, as Mr Giffen has pointed out, a rise 
in the price of bread makes so large a drain on 
the resources of the poorer labouring families 
and raises so much the marginal utility of 
money to them, that they are forced to curtail 
their consumption of meat and the more ex- 
pensive farinaceous foods: and, bread being 
still the cheapest food which they can get and 
will take, they consume more, and not less of 
it. But such cases are rare; when they are met 
with they must be treated separately (p. 208). 


One suspects that the paradox was a last- 
minute addition to the Principles, for it 
stands in bold conflict with the law of 
demand: 


There is then one Law of Demand, which is 
common to all demands, viz. that the greater 
the amount to be sold, the smaller will be the 
price at which it will find purchasers .... 
(p. 175). 

Thus the one universal rule to which the 
demand curve conforms is that it is inclined 
negatively throughout the whole of its length 


(p. 175 n.). 
* This and all subsequent works of Marshall to 


which reference is made are published by Macmillan 
& Co., Ltd., London. 


Already in the fourth edition of the Prin- 
ciples (1898), the law of demand was stated 
more cautiously: 


There is then one general law of demand, 
viz. that the greater the amount to be sold, the 
smaller the price at which it will find pur- 
chasers .... (p. 174); 


but the footnote stating the universal rule 
of negative slope persisted in all later 
editions. 


The paradox is stated again in the 
Memorandum on Fiscal Policy of Inter- 
national Trade (1903),? with somewhat more 
detail for the parliamentary audience to . 
which it was addressed: 


It is, indeed, an almost universal rule that a 
tax on the importation of a commodity lessens 
its consumption more or less; and the conse- 
quent diminution of demand tends to induce 
foreign producers to offer it on terms which are 
lower, although not always perceptibly lower. 
Wheat has conformed to this rule throughout 
all history, so far as is known, until about forty 
years ago. But now nearly the whole of the 
English people can afford to buy as much bread 
as they want, and yet have money enough left 
to buy some more expensive foods: and, as Sir 
R. Giffen seems to have been the first to observe, 
a rise in the price of wheat still leaves bread the 
cheapest food, which they will consent to eat in 
any quantity; so that, having to curtail their 
purchases of more expensive foods, they buy, 
not less bread than they would have done, but 
more. 


In 1909 Edgeworth commented upon the 
paradox in the course of a review of Russell 
Rea’s Free Trade in Being.s Rea had stated 
that “a rise in the price of wheat would in- 


* Reprinted in Oficial Papers of Alfred Marshall 
(1926); the passage is on p. 382. The essay was 
written in 1903 and revised for publication in 1909. 


3 Economic Journal, XTX (1909), 104-5. 
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crease rather than decrease the consump- 
tion in this country,’’* and Edgeworth ex- 
pressed disbelief on grounds of “a priori un- 
verified probability”—which this time he 
defines as “general experience and common 
sense”: 


Even the milder statement that the elasticity 
of demand for wheat may be positive, although 
I know it is countenanced by high authority, ap- 
pears to me so contrary to a priori probability 
as to require very strong evidence. 


There could be little doubt of the identity 
of the “high authority,” and Marshall rose 
to the defense of the paradox: 


I have just noticed your review of Rae [sic] 
in the Ec. J. [XIX (1909), 102]. I don’t want to 
argue. But the hint that a rather rash and 
random guess has been made by those who sug- 
gest that a (moderate) rise in the price of wheat 
might increase its consumption in England 
(not generally) provokes me to say that the 
matter has not been taken quite at random. 

When wheat was dear and men were cheap, 
the estimate of consumption of wheat per head 
in England was one quarter: now it is, I believe, 
between 5 and 6 bushels. And thrifty French- 
men with all their cabbages are said to consume 
more than a quarter now. Ever since I saw 
Giffen’s hint on the subject, I have set my- 
self to compare the amounts of bread (and 
cake, wheaten biscuits and puddings) eaten at 
first class dinners in private houses and ex- 
pensive hotels, with the consumption in middle 
class houses and second-rate hotels; and again 
with the consumption in cheap inns, including 
a low grade London hotel: and I have watched 
the baker’s supplies to cottagers. And I am 
convinced that the very rich eat less than half 
as much bread as the poorer classes; the middle 
class coming midway. This proves nothing con- 
clusively: but it is a fair basis, I think, for a 
surmise as to a probability. 

In America the waste of cereals is said to be 
prodigious: I think a rise in price would check 


‘Free Trade in Being (London: Macmillan & 
Co., Ltd., 1908), p. 126. The remark occurs in a letter 
to Pigou (reprinted from the Westminster Gazette). 
Pigou replied: “I agree that it is possible that the 
elasticity of the English demand for wheat may be 
positive. This certainly used to be the case; but I 
doubt if it is appreciably the case now”’ (Rea, op. cit., 
Pp. 131). 


153 


that; also all cereals, including even wheat, 
are sometimes fed to stock. In Germany it is 
known that dear wheat and rye increase the 
always enormous consumption of potatoes. I 
have never seen evidence that dear wheat has a 
considerable effect in that direction here. 

With bad world harvests for two or three 
years in succession, I suggest that part of Eng- 
lish wheat consumption would come from 
American and Australian waste. If not, then 
bread might become so dear that our consump- 
tion of wheat would diminish. I don’t say I 
am right: but I am not random.’ 


We do not know Edgeworth’s reply; in his 
rejoinder, Marshall merely reaffirms what is 
not in dispute—that a positively sloping de- 
mand curve can exist.® 

So far as I know, these are Marshall’s 
only writings on the paradox.’ The original 


5 Memorials of Alfred Marshall (1925), pp. 438- 
39- 

6“T am even more perplexed by what you say 
about elasticity of demand I object to the 
phrase negative elasticity, because I think it tempts 
people to carry analytical mathematics beyond their 
proper scope. In this case, for instance, it suggests a 
paradox. And I submit that there is no paradox 
at all. Take a parallel case. I believe that people 
in Holland travel by canal boat instead of railway 
sometimes on account of its cheapness. Suppose a 
man was in a hurry to travel 150 kilos. He had 
two florins for it, and no more. The fare by boat was 
one cent a kilo, by third class train two cents. So 
he decided to go 100 kilos by boat, and fifty by train: 
total cost two florins. On arriving at the boat he 
found the charge had been raised to 1} cents per 
kilo. ‘Oh: then I will travel 133} kilos (or as near 
as may be) by boat, I can’t afford more than 163 
kilos by train.” Why not? Where is the paradox? 
What but needless perplexity can result from calling 
this negative elasticity, on the abstract ground that 
that name is in harmony with mathematical sym- 
bols, which are being pushed beyond their proper 
scope?” (ibid., p. 441). Apparently Edgeworth was 
not convinced, for he reprinted the disputed review 
without change in his Papers Relating to Political 
Economy (London: Macmillan & Co., Ltd., 1925). 


7 But it is worth noticing that in his Jndustry and 
Trade (2d ed.; 1919), the demand for wheat is de- 
scribed as follows: 

“. ... Tooke convinced the Commission on the 
Depression of Agriculture, 1821, that an exceptional 
‘principle’ applies to staple grain; because a fall 
in its price cannot generally increase its consumption 
as human food; and, when it becomes dear, people 
will still buy enough of it to keep them alive so 
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statement of the paradox in the Principles 
is modified in two respects by these subse- 
quent writings: first, the letter to Edgeworth 
states that the paradox holds only for 
moderate variations of price;* and, second, 
the parliamentary Memorandum implies 
that the aggregate demand curve for wheat, 
and not merely that of the poorer classes, 
will have a positive slope. 

A fairly extensive search has not un- 
covered any explicit statement of the phe- 
nomenon by Giffen, or even a hint of it. But 
I cannot pretend exhaustiveness: Sir Robert 
was extremely prolific—author of many and 
long articles; director of many Board of 
Trade studies; witness before many Royal 
Commissions; and member of many com- 
mittees. There are three reasons for believ- 
ing that, when the hint is found, no detailed 
evidence for the paradox will be found with 
it. First, Marshall—who is famous for the 
generosity of his acknowledgments—refers 
only to Giffen’s “hint.” Second, when 
Marshall was meeting Edgeworth’s chal- 


long as they have any means of purchase: in modern 
phraseology the demand for it is exceptionally in- 
elastic’”’ (p. 794). 

“Tt is of course true that when wheat is scarce, in- 
ferior grains, potatoes, etc., may be taken from live- 
stock and used as human food: but Tooke had col- 
lected evidence, which has been enlarged recently, 
that an exceptional cheapness of wheat does not 
cause the well-to-do working classes to eat more 
bread; though some wheat is lost through negligent 
treatment on the farm and in the kitchen and some 
is fed to cattle, and some stands over for future con- 
sumption”’ (p. 794 n.). 


§ This interpretation also conforms with the 
other discussion of the demand for wheat in the 
Principles (8th ed.): 

“The case of necessaries is exceptional. When the 
price of wheat is very high, and again when it is 
very low, the demand has very little elasticity: at 
all events if we assume that wheat, even when scarce, 
is the cheapest food for man; and that, even when 
most plentiful, it is not consumed in any other way. 
We know that a fall in the price of the quartern loaf 
from 6d. to 4d. has scarcely any effect in increasing 
the consumption of bread. With regard to the other 
end of the scale it is more difficult to speak with 
certainty, because there has been no approach to a 
scarcity in England since the repeal of the corn laws” 
(p. 106). 


lenge for evidence, he relied upon facts of 
personal observation when more objective 
evidence would have been most useful. 
Finally, Giffen continued to treat the de- 
mand curve for wheat as negative in slope 
after 1895.° The following passage is the 
closest approach I have found to the para- 
dox, and it is hard to believe that Giffen 
would have written it if he had once gone to 
the trouble of proving the paradox: 


Fears are expressed that this rise in wheat 
will affect the consumption of the working 
classes seriously, and be bad for trade, but this 
is certainly contrary to long experience. Until 
30 years ago wheat was always thought cheap 
when it was anywhere under 50s., and no par- 
ticular bad effects on consumption were ex- 
perienced from fluctuations below that figure. 
It remains to be seen whether there will be any 
different effect now from an advance to near 
50s. when people have become so long accus- 
tomed to much lower figures."° 


It may be added that Marshall was wrong 
in his conjecture that Giffen was the first to 
allege a positively sloping demand curve for 
wheat; Simon Gray had done this shortly 
after the Napoleonic Wars." 

Let us turn now to the empirical evidence. 
Two tests of the paradox are worth investi- 
gating: first, whether observed quantities 
and prices of wheat indicate a positively 
sloping demand curve; and, second, whether 
the income elasticity of demand for wheat is 
negative, which is a necessary condition for 
a positively sloping demand curve. 

The annual per capita consumption of 
wheat and its price between 1889-90 and 
1903-4 are given in Table 1. One is struck 


9See “City Notes,” Economic Journal, XII 
(1902), 435. In the foregoing and following refer- 
ences, he spoke of the inverse relationship between 
harvest and price. Earlier examples are reprinted in 
Economic Inquiries and Siudies (London: George 
Bell, 1904), I, 135-37 (first published in 1879), 215 
(1888), and 394 (1883). 

© “City Notes,” Economic Journal, XTX (1909), 
334- 

™ See the article on Gray in R. H. I. Palgrave’s 
Dictionary of Political Economy (London: Macmil- 
lan & Co., Ltd.). Iam indebted to Professor Viner 
for this reference. 
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by the narrow range of fluctuation of con- 
sumption, which certainly argues for an un- 
usually inelastic demand. But the data do 
not reveal a positive relationship between 
quantity and price; in fact, there is a small, 
statistically nonsignificant negative coef- 
ficient of rank correlation between quantity 
and price (—.15). We should like also to 
have information on income and other-than- 
port inventories, but it is not available. All 


TABLE 1* 


PER CAPITA CONSUMPTION AND PRICE OF 
WHEAT IN THE UNITED KINGDOM 


1889-90 TO 1903-4 











Crp Year Per Capita Price of 

Geqeentber-Anguet) Consumption | British Wheat 

(In Pounds) | (Per Quarter) 

1889-90... 2.2.2.6 26s 347 gis. 2d. 

eee 343 35 § 
ee 357 33 4 
BRS onsdnsnecnene 347 26 «68 
1893-04. ..-...+-.-. 344 25 § 
OE rrr ere 357 2.65 
SG ay acdsevesace 332 24 10 
1896-97. ..........2.. 333 28 «68 
1897-98... 2... ee eee 324 36 2 
1898-99. ..........2.. 344 26 oO 
1899-1900. ........... 340 26 4 
IQOO-IQOT............ 334 27. «I 
CO) Or 341 28 4 
gg PTT Cer erer 350 26 = § 
Bs ccc cnsaxcounes 363 27 2 











*Source: Report of the Royal Commission on the Supply o 
Food and Raw Material in Time of War, Vol. I (1905), Cmd. 
2643, p. 14, for prices and aggregate consumption; and Statistical 
Abstract of the United Kingdom for population. Consumption 
equals domestic production plus net imports minus increase in 
firsthand stocks (those in the ports) minus seed and grain unfit 
for milling. The quarter contains 480 pounds of wheat. The rank 
correlation referred to in the text was computed from consump- 
tion data before rounding off to the nearest pound. 


that we may state is that the evidence does 
not confirm the paradox. 

If we interpret Marshall to mean only 
that the working classes have a positively 
sloping demand curve for wheat, a direct 
analysis of prices and quantities is not pos- 
sible. But it is known that the elasticity of 
demand for wheat equals 


—ky-— (1-—)¢, 


where k is the proportion of income spent 
on wheat, 7 is the income elasticity of de- 


mand for wheat, and a is the weighted aver- 
age of all elasticities of substitution between 
wheat and other commodities (the propor- 
tions of income spent on the commodities 
being the weights) and is necessarily posi- 
tive.” Therefore, it is a necessary, although 
not a sufficient, condition for a positive de- 
mand elasticity for wheat that the income 
elasticity (n) be negative. 

The findings of the Board of Trade’s 
1904 study of workmen’s budgets is sum- 
marized in Table 2. Consumption is virtual- 


TABLE 2* 


INCOME AND EXPENDITURES ON BREAD AND 
FLOUR BY URBAN WORKMEN’S FAMILIES 
UNITED KINGDOM, 1904 











PURCHASES OF 
BREAD AND FLouR 
. AVERAGE 
Week ty Income “ ree a 
, FAMILY 
(In SHILLINGS) cacanin 
Expendi- | Quantity 
tures (In Pounds) 
Under 25...... 21s. 4}d.| 35. 0}d.| 28.44 
25-90........ 26 113 3 33 29.97 
ee 31 11} 3 20.44 
35740..........| 36 63 3 44 29.99 
4oand more....| 52 0} 4 31 37.76 














*Source: Board of Trade, Cost of Living of the Working 
Classes, Cmd. 3864 (1908), p. xxvi. The study covered 1,944 fam- 
ilies who reported income and expenditures during one week in 
the summer of 1904. 


ly independent of income except in the high- 
est income class; the income elasticity is 
small and positive. Again the data are defec- 
tive (income and consumption expenditure 
are for only one week), but later English 
budget studies reveal larger positive income 
elasticities for wheat." 

In this connection, however, it should be 
mentioned that ti.s first, very unsatisfactory 


2 J. R. Hicks, Théorie mathématique de la valeur 
(Paris: Hermann et Cie, 1937), p. 21. 


13 See R. G. D. Allen and A. Bowley, Family Ex- 
penditure (London: P. S. King, 1935), pp. 34 ff. In 
view of the emphasis Marshall placed upon the high 
percentage of income spent by laborers on wheat in 
explaining the paradox, it is curious that he did not 
attribute the paradox to an earlier period when this 
proportion was much larger—he sets it at more than 
50 per cent at the beginning of the nineteenth cen- 
tury (Principles [8th ed.], pp. 189-90). 
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study of workmen’s budgets made by the 
Board of Trade for the year 1887 displays a 
very large negative income elasticity for 
wheat in the lowest income classes,"4 and we 
know that Marshall thought enough of this 
study to reproduce one of its tables in the 
second edition, and this edition only, of his 
Principles (1891, p. 173). It should also be 


4 Returns of Expenditure by Working Men (1889), 
Cmd.-5861. Only 34 families of different size, occu- 
pation, and location were included. To ascertain 
food expenditures, the families were asked to report 
expenditures on 17 foods (including pickles and 
treacle, hut excluding potatoes), and the Board of 
Trade then computed total expenditure on the as- 
sumption that the list was exhaustive. The perti- 
nent table (IV, p. 28) contains the following aver- 
ages: 











. Average Ex- 

yy my No. of penditure on 
—s Families Bread and 

per Year) Flour 
a8 40..... 4 £ro 135. ofd. 

40> §0.... ° 2 $5 40 
cS 7 611 7} 
See 3 816 2} 
7o- 8o.... 3 gio 8 
ae 5 818 1} 
QO-100.... 4 133 8 8 
100-110 4 7 6 3 
oe I 1o 8 o 
ae I 920 











mentioned that Giffen had a very low opin- 
ion of budget studies, as Marshall knew.'s 
We must all agree with Edgeworth that 
experience and common sense are opposed 
to the idea of a positively sloping demand 
curve and that the burden of proof rests on 
the person who claims to have found a real 
example. Our investigation does not un- 
cover any attempt at a systematic empirical 
demonstration of the validity of the example 
of wheat and casts some doubts on the pos- 
sibility of making such a demonstration. We 
shall have to find a new example of the posi- 
tively sloping demand curve or push our 
discussion of it deeper into footnotes. 


Brown UNIVERSITY 


's When testifying before the Labour Commission 
on Jan. 24, 1893, Giffen explained at length his 
misgivings with such studies, and concluded: 
“Beyond the fact that the proportion spent for 
food out of income diminishes as income increases, 
and that the proportion spent for rent and clothing 
increases, very little, it seems to me, has been really 
ascertained by means of these budgets which can be 
of great utility.” (Minutes of Evidence Taken before 
the Royal Commission on Labour, Cmd. 7063-I 
[“Sessional Papers,” XXXIX (1893), 482].) Mar- 
shall, a member of the Commission, was present 
that day, and, indeed, caused Giffen some anguish 
with his questions on other subjects. 
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THE FEDERAL RESERVE BANK NOTE 


LELAND J. PRITCHARD 


Greeewe in 1945, prohibited the further 
issuance of Federal Reserve bank notes." 
Judged upon the basis of its relative volume 
of circulation, this type of currency is of 
little significance. Nevertheless, the condi- 
tions surrounding its issuance, use, and re- 
tirement have produced an interesting and 
controversial, if minor, episode in the na- 
tion’s monetary and banking history. 

There have been three different periods 
during which new issues of Federal Reserve 
bank notes were put into circulation, and 
each has been followed by a period of grad- 
ual retirement of the notes. The flotation of 
Federal Reserve bank notes during the pe- 
riod December, 1942—November, 1943, was 
the third and last; and it is this particular 
episode in the history of these notes which 
has created so much controversy. 

A welter of charges has been made, 
variously accusing the Treasury-Reserve 
authorities of using the Federal Reserve 
bank note to secure interest-free funds for 
the government, of using the notes to 
“dilute” the reserve of the Reserve banks, 
and of using “‘printing-press” money to de- 
fray current expenses. The government has 
been accused of “bad faith,” of engaging in 
a species of financial legerdemain which per- 
petrated a fraud on the American people. It 
has been charged that these actions of the 
Treasury and the Reserve officials have vio- 
lated the spirit and letter of the laws govern- 
ing the issuance of Federal Reserve bank 
notes and that the methods followed have 
added to the “inflation potential” of the 
country and have tended to undermine con- 


* Public No. 84 (79th Cong.), sec. 3 (approved 
June 12, 1945): “All power and authority with re- 
spect to the issuance of circulating notes, known as 
Federal Reserve bank notes, pursuant to the sixth 
paragraph of section 18 of the Federal Reserve act, 
as amended by section 401 of the Act approved 
March 9, 1933 (48 Stat. 1, 6), shall cease and termi- 
hate on the date of enactment of this Act.” 


fidence in the integrity of the government’s 
monetary authorities.? 

Many of these charges appear to the 
writer to be grossly exaggerated and to be 
premised upon outmoded concepts of the 
nature and function of money in our modern 
economy. This paper attempts to make a 
full and comprehensive examination of the 
available facts and to make an impartial 
appraisal of the validity of these charges. 

A brief recounting of the more salient 
facts in the history of the Federal Reserve 
bank note will assist the reader in formulat- 
ing his own judgment of the wisdom and cor- 
rectness of Treasury-Reserve actions and 
policies during this controversial 1942-43 
period. 

The Federal Reserve Act’ provided for 
the issuance of two kinds of central-bank 
notes or paper money—Federal Reserve 
bank notes and Federal Reserve notes. The 
Federal Reserve bank notes were intended 
to serve two principal purposes: (1) to pro- 
vide a method for supplanting the national 
bank notes, so that the national banks 
would not suffer losses in the process of hav- 
ing their notes retired, and (2) to provide an 
interim currency in case the new form of 
currency, the Federal Reserve note, might 
not be issued in sufficient quantity as a con- 
sequence of the inability or the unwilling- 
ness of member-banks to discount the requi- 
site volume of eligible commercial paper 
with the Reserve banks. Federal Reserve 
bank notes were not intended to become a 


2 See Walter E. Spahr, The Manipulation of Our 
Federal Reserve Bank Notes (Economists’ National 
Committee on Monetary Policy, May, 1944). Other 
comments on the Federal Reserve bank note by 
Professor Spahr appear in the February 29, April 1, 
May 1, and September 1, 1944, issues of Monetary 
Notes; see also, “Do You Know Your Money?” 
by Professor Spahr, Commercial and Financial 
Chronicle, December 14, 1944. ’ 


3 Sec. 18. 
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permanent part of our circulating mediums, 
but while they were in existence they were to 
be issued and redeemed under the same 
terms and conditions as national bank notes, 
except that the total that any Federal Re- 
serve bank could issue was not limited by 
the amount of its capital stock. 

In an inadequate effort to realize the first 
objective, it was provided that national 
banks had the privilege of selling the bond 
security for the national bank notes to the 
Reserve banks at par after 2 years from the 
passage of the act in 1913 and for 20 years 
thereafter. The Reserve banks were required 
to buy such bonds as were offered to the 
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national banks opposed retirement of their 
notes, desiring that they be retained for ad- 
vertising purposes. 

The continuance of the national bank 
notes in circulation at approximately their 
previous volume largely eliminated the sec- 
ond purpose for which the Federal Reserve 
bank note was created. Consequently, no 
significant volume of these notes was issued 
until 1918. 

Table 1 reveals the three historical epi- 
sodes which have provided a reason (or 
excuse, as some critics are inclined to be- 
lieve) for the issuance of Federal Reserve 
bank notes, all unforeseen and unintended 


TABLE 1 


FEDERAL RESERVE BANK NOTES IN CIRCULATION, ANNUAL, 1917-46 
(In Millions of Dollars) 











Year Amount* Year Amount* Year Amount* Year Amount* 
EP y $ 13 as elena $6 EES $208 ee $ 19 
SG 6-neden- 117 er 5 a 101 Se 188 
errr 261 eee 4 ee 66 SS 624 
er 210f See 4 44 ER 560 
cairn cae 97 eee 3 ree 34 te ical 494 
eye 42 | 3 eS: 28 +4 n0kee 454% 
ere 14 PN ieitanea 3 DG wane 5 24 
st neces 8 ere 3 Ns « dh sun 21 



































* Source: Federal Reserve Bulletin. Figures are for the approximate end of each year, with the two exceptions noted below. 


t November 1. t August. 


amount of $25 million annually.‘ As it hap- 
pened, however, no considerable volume of 
national bank notes was retired until 1935. 
Few of the national banks took advantage 
of the opportunity to sell the underlying 
bonds to the Reserve banks. Generally, the 


4 This method, if followed, would have prevented 
loss to the national banks in the retirement of their 
notes. The price of the 2 per cents was artificially 
inflated by the demands of the national banks re- 
quiring them for bank-note security, and any 
blanket removal of the circulation privilege from 
these bonds would have resulted in a precipitate 
drop in their market value, with a consequent loss 
to the national banks which held them. The method 
is termed “inadequate” because the sale of the 
bonds bearing the issue privilege was voluntary 
with the national banks and because the retirement 
of eyen the full $25 million each year would have 
retired only $500 million of the approximate $700 
million of national bank notes then outstanding. 





by the framers of the Federal Reserve Act. 
The nature of these episodes has given to the 
Federal Reserve bank note the character of 
an “emergency currency,” a currency to be 
called forth in time of financial stress but to 
be discarded as soon as the emergency has 
passed. 

The first of these episodes was of the 
nature of a foreign emergency. The Pittman 
Act, approved April 23, 1918, provided for 
the retirement from circulation of silver 
certificates, so that the silver backing could 
be sold to the British government, largely 
for use in relieving an acute financial crisis 
in India. Federal Reserve bank notes were 
then issued in place of the retired silver cer- 
tificates. At this time the volume of Federal 
Reserve bank notes in circulation increased 
from about $9 million in April, 1917, to 4 
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maximum of over $261 million in December, 
1919. Later on, silver was repurchased by 
the United States Treasury, the silver cer- 
tificates were reissued, and the Federal Re- 
serve bank notes issued on account of this 
statute were retired. These operations were 
completed by the middle of 1923, and most 
of these notes were retired by the end of that 
year.$ 

The second episode occurred approxi- 
mately ten years later, during the banking 
closures of early March, 1933, when it was 
feared that with the reopening of the banks 
there might be a large demand for cash by 
frightened customers. During the “banking 
holiday,” the Bank Conservation Act was 
passed on March 9, 1933. Under this act 
Federal Reserve bank notes became an 
“emergency currency.” This amendment to 
the Federal Reserve Act permitted the Fed- 
eral Reserve banks to issue Federal Reserve 
bank notes, collateralized by any United 
States bonds up to 100 per cent of the se- 
curity and by notes, drafts, bills of ex- 
change, or bankers’ acceptances acquired by 
the Reserve banks by discount or purchase 
up to go per cent of the security. Like other 
previous Federal Reserve bank notes, they 
could be issued in unlimited amounts with- 
out any gold reserve, and each Reserve bank 
had control over its issue, except that such 
issuance was made subject to any regula- 
tions prescribed by the Secretary of the 
Treasury.® 


’See Annual Report of the Federal Reserve Board 
(1918), pp. 77-79. 


* Par. 6 of sec. 18 of the Federal Reserve Act as 
amended by this act (Public No. 1 [73d Cong.]) reads 
in part as follows: “Upon the deposit with the 
Treasurer of the United States, (a) of amy [italics 
mine) direct obligations of the United States... . 
any Federal Reserve bank making such deposit in 
the manner prescribed by the Secretary of the 
Treasury shall be entitled to receive from the 
Comptroller of the Currency circulating notes in 
blank, duly registered and countersigned.... . 
The Secretary of the Treasury is authorized and 
empowered to prescribe regulations governing the 
issuance, redemption, replacement, retirement and 
destruction of such circulating notes and the re- 
lease and substitution of security therefor... . . " 


The issue of this special kind of Federal 
Reserve bank note on the basis of miscel- 
laneous collateral was limited to the period 
of the emergency, recognized by the Presi- 
dent by proclamation of March 6, 1933.’ 
After the official termination of the emer- 
gency the Federal Reserve bank note was 
to revert to its previous status of a currency 
exclusively collateralized by those United 
States bonds bearing the circulation privi- 
lege.* During this period the amount of Fed- 
eral Reserve bank notes in circulation rose 
from about $3 million in February, 1933, to 
a maximum of about $208 million in Decem- 
ber, 1933. From then until December, 1942, 


7 These notes were sometimes known as “na- 
tional currency,” owing to the fact that these words 
appeared on the notes. The explanation for this 
variation in the form of the Federal Reserve bank 
note is that, at the time of the banking holiday, it 
was necessary to print the notes in a hurry in order 
to be prepared to meet currency withdrawals in 
case they should continue after the banks reopened. 
For this reason, existing plates of national bank 
notes were used, with some overprinting (see state- 
ment by E. A. Goldenweiser, director, Division of 
Research and Statistics, Board of Governors of the 
Federal Reserve System, “With Respect to Issuance 
of Federal Reserve Bank Notes” ([January 25, 1943] 
{mimeographed]). This was part of an exhibit sub- 
mitted by Chairman Marriner S. Eccles to Senator 
Taft. 


8 The pertinent provisions of par. 6 of the March 
9, 1933, amendment to sec. 18 of the Federal Re- 
serve Act read as follows: “No such circulating notes 
shall be issued under this paragraph after the Presi- 
dent has declared by proclamation that the emer- 
gency recognized by the President by proclamation 
of March 6, 1933, has terminated, unless such cir- 
culating notes are secured by deposits of bonds of 
the United States bearing the circulation privilege.” 

This alternative was later precluded, however, 
by the redemption by August 1, 1935, of those 
United States bonds bearing the circulation privi- 
lege for both national bank notes and Federal 
Reserve bank notes (see Prentice-Hall, Federal Bank 
Service, sec. 2601, referring to a release of the Comp- 
troller of the Currency, dated March 2, 1935; @ 
Treasury release of March 11, 1935; and a Treasury 
Department circular, dated April 1, 1935). But the 
Federal Reserve bank note could continue to be 
issued under the emergency provisions referred to 
above until the act of June 12, 1945 (Public No. 84 
[79th Cong.], chap. 186, sec. 3) unconditionally pro- 
hibited the further issuance of these notes. 
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they were in process of gradual retire- 
ment. 

The third episode began on December 12, 
1942, when the Board of Governors au- 
thorized the Federal Reserve banks to 
utilize the existing stock of Federal Reserve 
bank notes, amounting to approximately 
$660 million. This currency constituted the 
remainder of the supply printed in 1933."° 
As a consequence of this order, the volume 
of these notes in circulation rose from $18 
million in November, 1942, to a high of $627 
million, one year later (Table 2). Since then 


has arisen in connection with this third 
episode has largely centered around the 
method by which the notes were put into 
circulation." Up to December, 1942, no 
agency except the Federal Reserve banks is- 
sued, or was ever intended to issue, Federal 
Reserve bank notes. The notes were at all 
times a liability of the issuing bank except 
when they were in process of retirement, at 
which time they were held (temporarily) as 
a reserve asset of the Reserve banks.” Be- 
ginning on December 12, 1942, the Treasury 
began to deposit the notes, which it held as 


TABLE 2* 


FEDERAL RESERVE BANK NOTES IN CIRCULATION, MONTHLY, 1942-46 
(In Millions of Dollars) 



































AMOUNT 

YEAR | ] ] 
Jan. Feb. | Mar. | Apr. May | June July | Aug. | Sept. | Oct. | Nov. | Dec. 
1942. ee Snes | eer Se ae eee ee we | ae ES $ 18 | $188 
Rs 500s .-| $362 | $474 | $534 | $557 | $574 | $584 | $500 | $615 | $622 | $626 | 627 | 624 
Sh ewkbesnt 621 620 | 613 | 608 | 603] 507 590° 587 582 574 | 569 | 560 
T1945. +--+ - ees 554 | 55° | 544] 537) 533 | 527) 52! 517 | 513 506 | 499 | 494 
SEES ae 487 | 484] 479| 473 468 | 464/| 458 | 454 | a, Slee | ime Lowseee 

| | | | 





* Source: Federal Reserve Bulletin. 


the notes have again been in process of re- 
tirement. 
The rather acrimonious controversy that 


*“Between February 28, 1934, when $104 
million of Federal Reserve Bank notes were in cir- 
culation, and March 1, 1935, the various Federal 
Reserve Banks extinguished their liability for 
Federal Reserve Bank notes then outstanding by 
depositing an equal amount of lawful money with 
the Treasurer of the United States for their redemp- 
tion, as provided in the Treasury Department’s Reg- 
ulations of March 31, 1933, covering the issue and re- 
demption of Federal Reserve Bank notes. From then 
on the Federal Reserve Banks had no liability for 
Federal Reserve Bank notes in circulation” (quoted 
from the statement by E. L. Smead, chief, Division 
of Bank Operations, Board of Governors of the 
Federal Reserve System, “With Respect to Issuance 
of Federal Reserve Bank Notes” [January 25, 1943] 
[mimeographed)). 

‘Statement by J. P. Dreibelbis, general at- 
torney, Board of Governors of the Federal Reserve 
System, “With Respect to Issuance of Federal 
Reserve Bank Notes” (January 23, 1943) (mimeo- 
graphed). 


custodial trustee, with the Reserve banks in 
exchange for a deposit credit in accordance 
with its interpretations of section 18 of the 
Federal Reserve Act.'? The notes were 


™See esp. Spahr, The Manipulation of Our 
Federal Reserve Bank Notes. 

12“Upon the deposit with the Treasurer of the 
United States of bonds so purchased or any bonds 
with the circulating privilege acquired under sec- 
tion four of this Act, any Federal Reserve bank 
making such deposit .... shall be entitled to re- 
receive from the Comptroller of the Currency cir- 
culating notes... .equal in amount to the par 
value of the bonds so deposited. Such notes shall 
be the obligations of the Federal Reserve bank 
procuring the same . . . . and in the same tenor and 
effect as national bank notes. .... ” (Federal Re- 
serve Act, chap. 6, sec. 18). The amendment of 
March 9, 1933 (see above) merely enlarged the 
types of eligible collateral for the notes but did not 
alter their status as liabilities of the issuing bank. 

%3 The pre—1933 provision of sec. 18 further pro- 
vides: “They [Federal Reserve bank notes] shall 
be issued and redeemed under the same terms and 
conditions as national bank notes. . . . . ” On March 
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counted as Treasury currency and, to the 
extent that they were not put into circula- 
tion, remained a reserve asset of the Reserve 
banks in the same manner as other types of 
Treasury currency. They have never ap- 
peared in the weekly statements of the Re- 
serve banks as a liability of these banks." 

It is contended by Professor Spahr that 
this process by which the Federal Reserve 
bank notes were “retired” before they were 
“issued” (since that is the only process by 
which the notes could become assets rather 
than liabilities of the Reserve banks and, at 
the same time, increase in volume in circula- 
tion) constituted a manipulation perpetrat- 
ing a fraud on the American peopi. and was 
contrary to the letter and spirit of the laws 
governing the issuance and retirement of the 
notes. “If,” contends Professor Spahr, “the 
retirement had been real, the Reserve banks 


31, 1933, Acting Secretary of the Treasury A. A. 
Ballatine issued a regulation which elaborated on 
this provision of the act relative to the retirement 
of such notes. The pertinent provisions of this 
regulation are to be found in pars. 5 and 7, which 
read as follows (quoted from the statement of 
Dreibelbis, of. cit.): 

“5. .... deposits to retire Federal Reserve bank 
notes... . may be made by credits to the Treas- 
urer’s general account... . . 

“7. Any Federal Reserve bank may at any time 
retire its Federal Reserve bank notes by the de- 
posit of such notes with its Federal Reserve Agent, 
or may reduce its liability of outstanding Federal 
Reserve bank notes by the deposit of lawful money 
with the Treasurer of the United States, and upon 
delivery to the Agent by the bank of any of its 
Federal Reserve bank notes, or upon advice from 
the Treasurer or the Federal Reserve bank that a 
deposit of lawful money has been made by the 
bank for the retirement of its Federal Reserve 
bank notes, the Agent shall have general authority 
to surrender an equivalent amount of collateral to 
the bank. Any Federal Reserve bank notes sur- 
rendered to the Agent by the bank may be reissued 
to the bank only on the basis of any original issue.” 

It was the interpretation of General Attorney 
Dreibelbis that sec. 5 of these regulations gave to 
the Reserve banks the authority to retire Federal 
Reserve bank notes by giving the Treasury a de- 
posit credit on their books in lieu of a deposit of 
lawful money. 


“See Federal Reserve Bulletin, January, 1943, 
and following issues. 
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would not have sent them to the Treasury 
for cancellation.’*s 

The government’s explanation of this 
somewhat unorthodox process was set forth 
in a statement prepared by E. A. Golden- 
weiser as follows: 


The law and regulations thereunder author- 
ize the Federal Reserve banks to issue Federal 
Reserve bank notes against Government securi- 
ties pledged for the purpose and to extinguish 
their liability on these notes by depositing law- 
ful money with the Treasurer of the United 
States. When the Reserve Bank’s liability has 
been extinguished in this manner, they are at 
liberty to withdraw the Government securities 
that were pledged against the notes. What was 
done was precisely that. The notes were issued 
by the Reserve banks and Government securi- 
ties were pledged against them. Lawful money 
was deposited with the Treasurer of the United 
States by giving the Treasury a deposit account at 
the Federal Reserve banks, which is withdrawable 
at any time in gold certificates, silver certifi- 
cates, or any other lawful money. In this way 
the liability on the notes was extinguished, and 
the securities back of the notes were then 
withdrawn. 

The transaction is identical with the course 
followed in the case of the Federal Reserve 
Bank notes in 1921-24 and 1934-35. It is 
identical with the course pursued at the time 
that National bank notes were taken over from 
the National banks and made liabilities of 
the Treasury. These notes, the same as Federal 
Reserve Bank notes, are no longer secured by 
United States obligations but by lawful money 
and require no collateral.” 


"Ss The Manipulation of Our Federal Reserve Bank 
Notes, p. 9. 


Italics added. Mr. Smead’s statement pro- 
vides a similar but more explicit explanation with 
respect to the initial phases of this process: “For 
all notes issued to the Federal Reserve Banks, 
Government securities were deposited by the Re- 
serve Banks with the Federal Reserve Agents, 
acting as Agents of the Comptroller of the Currency, 
pursuant to Treasury Department regulations. 
Instead, however, of leaving the bonds pledged 
with the Federal Reserve Agents as collateral of 
Federal Reserve notes issued by them to the Federal 
Reserve Banks, and showing such notes as a lia- 
bility, the Federal Reserve Banks secured the re- 
lease of the bonds by depositing lawful money with 
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An analysis of these statements, in the 
light of the fact that the record shows a con- 
tinual increase in the volume of Federal Re- 
serve bank notes in circulation for the 
11-month period after the beginning of this 
“retirement” process, makes it difficult to 
refrain from the conclusion that the govern- 
ment did engage in a variety of financial 
abracadabra. From Mr. Goldenweiser’s and 
Mr. Smead’s descriptions of the process, it 
appears that the Reserve banks first put up 
the required securities, then took out the 
Federal Reserve bank notes, then put up 
lawful money with the Treasurer of the 
United States, and took back their securi- 
ties, thereby retiring the Federal Reserve 
bank notes as liabilities, at which time the 
notes became liabilities of the Treasury. 
The notes were then paid out by the Reserve 
banks in the same manner as any Treasury 
currency. In the words of Professor Spahr: 
“.... Ifall this alleged putting up and tak- 
ing back led in the end to the granting of a 
deposit credit to the Treasury in exchange 
for the Reserve bank notes, why should it 
not have been done directly?’’’ It seems 
evident that, irrespective of the intricacies 
of the process that may have been followed 
in the flotation of these notes, the end-prod- 
uct was for the Reserve banks to receive 
notes which they were able to count as a 
reserve asset and for the Treasury to receive 
a deposit credit with the Reserve banks of 
an equal amount. Consequently, when these 
notes were paid out by the Reserve banks, 
they constituted a liability, not of the Re- 
serve banks, but of the Treasury. 

While the net results of the process are 
evident enough, the procedure itself seems 
to be technically impossible. Attention is 
directed to that part of Mr. Goldenweiser’s 
statement (in italics) which reads: “Lawful 
money was deposited with the Treasurer of 
the United States by giving the Treasury a 


the Treasurer of the United States in an amount 
sufficient to redeem all Federal Reserve Bank notes 
issued to them.” 


"1 The Manipulation of Our Federal Reserve Bank 
Notes, p. 14. 


deposit account at the Federal Reserve 


At the time these transactions took place, 
“lawful money,” in the technical sense of 
that term, consisted of money eligible for 
reserve purposes in the Reserve banks. Cre- 
ating a deposit did not per se create lawful 
money, and the fact that the Treasury could 
convert its deposits into lawful money 
(which it very probably did not) does not 
make them identical. The two may have an 
equivalence in purchasing-power, but they 
are not identical. When a Reserve bank or 
any other bank creates a deposit, it writes 
up its liabilities; if it pays out lawful money, 
it reduces its assets by that amount. The 
two could not be identical, for to say so 
would constitute an accounting monstrosity 
—it would be tantamount to saying that the 
notes could be both an asset and a liability 
to the same institution at the same time. 

The second paragraph of Mr. Golden- 
weiser’s explanation also appears to be in 
error. The transactions involved in the 
1942-43 period were not identical with the 
course followed with respect to the Federal 
Reserve bank notes in 1921-24 and 1934-35 
or with respect to the national bank notes 
when they were taken over after 1935 and 
made liabilities of the Treasury. The record 
shows that, in all these instances, “‘issuance” 
preceded “retirement” and that, when the 
notes were being retired, the number in cir- 
culation actually decreased from one period 
to the next. The contrary was true of the 
Federal Reserve bank notes in the 1942-43 
period. Officially, they were being “retired” 
when, as a matter of fact, the volume in cir- 
culation increased during every month from 
December, 1942, through November, 1943." 

The question naturally arises as to why 
the government would engage in this ac- 
counting hocus-pocus and thus open itself to 


8The Federal Reserve Bulletin, from March, 
1943, to the present, carries a footnote to the 
table on “Kinds of Money in Circulation” to the 
effect that “Federal Reserve Bank notes and Nation- 
al bank notes are in process of retirement,” yet the 
table itself indicates that up to December, 1943; 
the volume of notes entering circulation was actually 


increasing. 








ti I all 


Se ee ee) A ee, ee eee 


— © & 











THE FEDERAL RESERVE BANK NOTE 163 


criticism, in order to put a maximum of $627 
million of Federal Reserve bank notes in cir- 
culation. The Reserve Board’s press release 
explains the issuance on the basis of econ- 
omy. It states: “As a part of the program of 
the Government to conserve both labor and 
materials during the war period, the Board 
of Governors, after consultation with the 
Treasury Department, has authorized the 
Federal Reserve banks to utilize at this time 
the existing stock of currency printed in the 
early Thirties known as ‘Federal Reserve 
bank notes.’’"* In his statement, Mr. 
Goldenweiser substantiates this explana- 
tion: “These notes were in existence, they 
were lying idle, and it would have taken 
225,000 man-hours, and 45 tons of paper 
and some other scarce materials to produce 
a supply of other notes.”*° This explanation, 
however, must be discarded if consideration 
is given to the fact that the Reserve banks 
at this time were still in a position to issue 
the notes, with miscellaneous government 
securities as collateral. If economy was the 
objective, all the Treasury had to do was to 
turn the notes over to the Reserve banks in 
accordance with the law governing their is- 
suance. 

Rejection of this official explanation of 
the government is not, however, intended to 
suggest that the government had some 
ulterior motive in the flotation of these 
notes. It is true that the Treasury, as a re- 
sult of this transaction, got the use of ap- 
proximately $660 million without interest (a 
situation which will continue for the balance 
of these notes as long as any remain out- 
standing). But, from an examination of the 
facts, it is apparent that this was not the 
objective. It would have cost the Treasury 
about three-eighths of 1 per cent a year to 
borrow the necessary money if the notes had 
not been issued; but the Treasury would 
have collected a tax on these notes from the 
Reserve banks amounting, on an annual 


Quoted from Spahr, The Manipulation of Our 
Federal Reserve Bank Notes, p. 10. 


* A similar explanation appears in the statement 
of Smead, op. cit. 





basis, to one-half of 1 per cent.* It would 
appear then, as a matter of fact, that the 
method adopted by the Treasury in issuing 
the notes resulted in a nominal loss. 

The fact that the process of “retirement”’ 
described above made the Federal Reserve 
bank notes a type of Treasury currency and 
eligible, at that time, as a reserve asset of 
the Reserve banks suggests that a motive in 
issuing the notes might have been to re- 
plenish the reserves of these banks. But, 
again, the facts do not support any such 
a priori reasoning. At the end of November, 
1942, the average ratio against both notes 
and deposits for all twelve Reserve banks 
stood at 81.1 per cent.” And, while it is true 
that the long decline in the average effective 
reserve ratio of the Reserve banks began as 
of October 21, 1942, when the ratio stood at 
83.1 per cent, it is equally obvious that, on 
December 12, 1942, the Reserve authorities 
could not have had any premonition of the 
precariously low level to which the excess 
reserves of the Reserve banks would later 
fall.?3 

In his statement to Mr. Eccles (prepared 
as a rebuttal to Professor Spahr’s contention 
that by this manipulation the Treasury and 
Reserve authorities injected $660 million of 
fiat money into the reserves of the Federal 
Reserve System),*4 Mr. Goldenweiser points 


** Section 18 (2) of the Federal Reserve Act 
provides: “Such circulating notes shall be subject 
to the same tax as is provided by law for the circu- 
lating notes of national banks... . . ” This means 
that the Reserve banks are supposed to pay “a tax 
of one-fourth of one per centum each half year 
upon the average amount of such of its notes in 
circulation. .. . . 


* This is a relatively high reserve ratio, indi- 
cating a volume of excess reserves even greater than 
the volume of required reserves. 


23 The decline which began on October 21, 1942, 
carried the effective reserve ratio down until it 
stood at 44.9 per cent in June, 1945. The critical 
excess reserve position of the Reserve banks was 
then relieved by the approval (on June 12, 1945) of 
Public No. 84 (79th Cong.), which reduced the 
required reserve ratio against both notes and de- 
posits to 25 per cent. 


*%4 See Spahr, The Manipulation of Our Federal 
Reserve Bank Notes, pp. 21-22. 








out that “.... the 660 million dollars are 
not being added to the Federal Reserve 
Banks’ reserves since they are being paid out 
into circulation as fast as there is a demand 
for them. A delay of some weeks in some in- 
stances may occur where the notes are in 
denominations of 50 and 100 dollars which 
do not circulate rapidly. All of the notes, 
however, will be paid out in a relatively 
short time.’”5 

The record indicates that this was done, 
all but $33 million having been put into cir- 
culation by November of that year; and this 
at a time when the excess reserves of the 
Reserve banks were falling most sharply and 
when there would have been the most justi- 
fication for the retention of these notes 


TABLE 3 

Silver certificates............. $211, 283 ,000 
United States notes........... 24,068 ,o00 
Subsidiary silver.............. 16,416,000 
Federal Reserve bank notes... . 5,290,000 
Nickels and cents............. 5,162,000 
Standard silver dollars........ 1,720,000 
National bank notes.......... 435,000 

Total other cash............ $264, 374,000 


among the reserve assets of the Reserve 
banks. 

Data on the composition of the reserves 
of the Reserve banks reveal that the Federal 
Reserve bank notes at no time constituted a 
significant proportion of these reserves. In a 
letter to the writer under date of March 29, 
1945, Mr. Bray Hammond, assistant secre- 
tary of the Board, lists the composition of 
the item “Other cash” in the condition 
statement of the Federal Reserve banks for 
February 28, 1945, as being comprised as 
shown in Table 3. 

The figure for Federal Reserve bank 
notes in Table 3 is given as being representa- 
tive for the period after November, 1943—a 
period when Federal Reserve bank notes 
were actually being taken out of circulation, 
when they could have been counted as a 
part of the reserves of the Reserve banks 
under the most rigid interpretation of the 


5 Ibid. 
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law, and when the low excess reserve posi- 
tion of the Reserve banks gave the Reserve 
authorities every reason to use the notes in 
this manner. 

It may be argued that, while the Federal 
Reserve bank notes may not have been used 
to any significant amount directly to re- 
plenish the excess reserves of the Reserve 
banks, they did accomplish this purpose in- 
directly by reducing, by the amount in 
circulation, the volume of Federal Reserve 
notes that would have had to be placed in 
circulation and against which the Reserve 
banks would have had to hold a 40 per cent 
reserve. This is, indeed, the only logical rea- 
son for the adoption of the particular meth- 
od that was used for putting these notes in 
circulation, but it provides an extremely 
precarious justification. The month of Feb- 
ruary, 1945, may be taken as illustrative. 
During this month the combined reserve 
ratio stood at 47.7 per cent. If the $550 mil- 
lion of Federal Reserve bank notes in cir- 
culation during that month had, instead, 
been Federal Reserve notes, the combined 
ratio would have fallen only three-tenths of 
1 per cent.”° Even at the relatively low re- 
serve ratio of 44.9 per cent of June, 1945, a 
drop of that amount could not be construed 
as significantly increasing the dangers in- 
herent in the low excess reserve position of 
the Reserve banks. 

It may be said, therefore, that the par- 
ticular method used by the Treasury and 
Reserve authorities to put the Federal Re- 
serve bank notes into circulation from De- 
cember, 1942, to December, 1943, appears 
to be in no way justified; no objectives of 
significance were attained by the use of that 
method, and a controversy was needlessly 
created, which tended to reflect on the judg- 
ment of the government’s monetary au- 
thorities. 

One other question requires examination. 


% The average volume of Federal Reserve bank 
notes in circulation, during the entire period from 
December 12, 1942, when they were first being put 
into circulation, to June 12, 1945, when further 
issuance of the notes was prohibited, was approxi- 
mately $560 million. 
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Were there any ill effects produced in the 
economy which are peculiarly attributable 
to this method of putting Federal Reserve 
bank notes into circulation? Was the volume 
of money and credit needlessly enlarged? 
Did it add to the already dangerous infla- 
tionary pressures present in the economy? 
The answer is an emphatic “No.” 

The volume of “hand-to-hand” currency 
in circulation, as is well known, is imper- 
sonally determined by the needs of trade. 
The policies pursued by the government in- 
fluence, but do not solely determine, this 
volume. The failure of the government to 
issue Federal Reserve bank notes in this, or 
any other manner, would not have sig- 
nificantly affected the effective demands of 
the people for currency. If the notes had not 
been issued at all, it would simply have 
meant that other types of currency of an 
approximately equal volume would have 
had to be issued and put into circulation. 

The answer to the last question has al- 
ready been given. The Federal Reserve bank 
notes did not add any significant amount to 
the reserves of the Reserve banks, nor did 
the method by which they were put into 
circulation significantly affect the total re- 
serves of the member-banks.”? And, even if 


77Even the government’s own defense of its 
policies puts an erroneous interpretation on the 
effect of the flotation of Federal Reserve bank notes 
on the reserves of the member-banks and therefore 
upon the credit-creating potential of these banks. 
Mr. Smead in his statement (of. cit.) says: “ 
member bank reserves will be temporarily increased 
as the funds deposited in the United States Treas- 
urer’s general account are checked out. This effect on 
member bank reserves will be reversed as the Federal 
Reserve bank notes are redeemed and retired from 
circulation.” All of which is true, ceteris paribus, 
but the statement overlooks the fact that the total 
deposits of the Treasury with the Reserve banks, 
the fotal volume of money in circulation, and the 
total expenditures of the government were not in- 
creased as a consequence of the flotation of Federal 
Reserve bank notes. If these deposits had not been 
made available to the Treasury in exchange for 
Federal Reserve bank notes turned over to the 
Reserve banks by the Treasury, these deposits 
would have been acquired by the sale of bonds to 
the Reserve banks. This assumption is based upon 
anumber of reasonable premises: (1) If these Federal 
Reserve bank notes had not been put into circula- 


they had materially increased the resources 
of the Reserve banks, this would be an act 
of supererogation, since it does not follow 
that the volume of credit created would 
have been some multiple of these added re- 
serve assets.*® 


tion, the member-banks would, in any event, have 
been forced to draw down their deposit balances 
with the Reserve banks in exchange for other types 
of paper money in order to replenish their till 
money, owing to the large volume of currency with- 
drawals by the public. (2) This, in turn, would have 
caused the Reserve banks to purchase a larger 
volume of government securities than they did, 
since they followed the policy during the war years 
of maintaining the excess reserve position of the 
member-banks at approximately $1 billion. (3) The 
total expenditures of the federal government were 
largely dictated during the period (December, 
1942—November, 1943) by the exigencies of the 
war (or at least by other considerations than the 
ability of the government to issue fiat money). 
Furthermore, the retirement of the Federal 
Reserve bank notes from circulation will not de- 
crease member-bank reserves. (In fact, the single 
operation of turning in Federal Reserve bank notes, 
or any type of currency, by the member-banks in- 
creases their reserves, while the withdrawal of curren- 
cy from the Reserve banks pulls down the reserves 
of the member-banks.) Federal Reserve bank notes 
turned in under these circumstances by the member- 
banks will, in effect, be exchanged for other types of 
paper money (principally Federal Reserve notes), so 
that the average reserve position of the member- 
banks will (in so far as this operation is concerned) re- 
main unaffected. To reiterate, the volume of money 
in circulation is not dictated by the government’s 
policy toward any particular type of currency. 


28 Professor Spahr (The Manipulation of Our 
Federal Reserve Bank Notes, p. 22) contends that 
“.... the $666,000,000 of fiat reserves pumped 
into the Federal Reserve banks may be expected 
to support approximately $9,900,000,000 additional 
deposits in our banking system. Those facts are not 
altered because the Federal Reserve banks have 
paid out most of these Federal Reserve bank notes. 
To the extent that these notes are paid out, other 
lawful money serving as reserves in these banks is 
conserved and can continue to act as a basis for 
credit expansion... .. ” This statement is based 
upon two false assumptions: (1) that the Reserve 
banks tend to expand up to their reserve limits and 
(2) that the withdrawal of Federal Reserve bank 
notes from circulation would have resulted in an 
equal increase in the volume of other types of 
Treasury currency (viz., silver certificates) in 
circulation. There is no justification for such an 
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The dangerous inflationary pressures now 
present in this country largely stem from the 
wartime expansion of deposits by the com- 
mercial banks throughout the country, which, 
in turn, are almost wholly attributable 
to the war-deficit financing of the federal 
government, participated in by these banks. 
It is true that much of this expansion of the 
commercial banks was made possible by the 
continued expansion in the holdings of gov- 
ernment securities by the Reserve banks, 
but for this the Federal Reserve bank note 
can in no way be held responsible. 

By way of conclusion, it may be said that 
a critical examination of the available facts 
will not support most of the criticisms that 
have been made of the particular methods 
assumption, and the facts indicate that the con- 
trary would be true. During the period under dis- 
cussion there was a vast and unprecedented expan- 
sion of currency in circulation, and this was ac- 
complished almost exclusively through an expan- 
sion of Federal Reserve notes, while the volume of 
silver certificates and United States notes in circu- 
lation remained relatively fixed. If, therefore, 
Federal Reserve bank notes had been withdrawn 
from circulation, they would, in all probability, 
have been replaced by Federal Reserve notes. 
Neither the law nor administrative practice sup- 
ports the assumption that the volume of Treasury 
currency in circulation must be a constant and 
that if one type is withdrawn from circulation 
another type must be substituted for it. 

Professor Spahr, in an open letter to Congress 
under date of January 20, 1943, exaggerates this 
“{nflation potential” even more by claiming that 
approximately $19 billion would be added to the 
paying medium of the country as a consequence of 
the flotation of these Federal Reserve bank notes. 
This figure also appears in his monograph (ibid., 
p. 22). 
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used by the Treasury-Reserve authorities in 
the issuance, use, and retirement of Federal 
Reserve bank notes during the period from 
December, 1942, to November, 1943. 

In reply to the charge that the govern- 
ment used “printing-press” money to secure 
interest-free funds to defray current ex- 
penses it may be pointed out that the gov- 
ernment, as a consequence, lost an even 
greater amount of revenue by not having 
the notes issued through the Reserve banks. 

The charge that this “manipulation” of 
the notes increased the “inflation potential” 
of the country and “diluted” the reserves of 
the Reserve banks is patently false. At no 
time during this period did Federal Reserve 
bank notes constitute a significant part of 
the reserve assets of these banks. They could 
not, therefore, have materially contributed 
to the very inflationary expansion of Re- 
serve bank credit which took place during 
the whole of this and the remainder of the 
war period. Nor did the method of issuance 
contribute to the expansion of commercial- 
bank reserves and demand deposits or to the 
unprecedented growth in the volume of 
money in circulation. 

It cannot be denied that the method fol- 
lowed by the government to put these notes 
into circulation constituted an administra- 
tive faux pas. No objectives were served 
that could not have been better achieved by 
adhering to orthodox procedures. However, 
it is erroneous to conclude that, because of 
this, any deleterious effects of consequence 
were inflicted upon the economy. 


UNIVERSITY OF KANSAS 
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The Theory of Price. An enlarged edition of The 
Theory of Competitive Price (1942). By 
GEORGE J. STIGLER. New York: Macmillan 
Co., 1946. Pp. viit+340. $3.75. 

This volume fulfils Professor Stigler’s prom- 
ise to complement the treatment of the theory of 
perfect competition in his earlier Theory of 
Competitive Price (Macmillan, 1942) with a later 
textbook including also sections on imperfect 
competition, multiple products, and capital 
theory. In the author’s words, the new book 
“thus covers the main topics of modern price 
theory,—that is, the mechanism of a stationary 
enterprise economy” (p. v). 

Parts I and II, comprising the first 193 pages, 
simply reproduce the earlier text with very 
minor corrections. Part III, ‘““The Theory of 
Imperfect Competition,” devotes five chapters 
(105 pp.) to the nature and basis of imperfect 
competition and to demand, costs, and pricing 
of products and factors under imperfectly com- 
petitive conditions. Part IV (30 pp.) consists of 
one chapter each on the pricing of multiple 
products and on capital and interest. 

In his careful review of the earlier book 
(Journal of Political Economy, LI [1943], 263- 
65) Professor Machlup characterized it as “half 
of a textbook in economic theory’”’ and added: 
“If the complete book fulfils what the prelimi- 
nary edition promises, we shall at last have the 
textbook for which the profession has long been 
waiting.” 

Opinions will differ greatly as to how well the 
completed work fills this bill. The consistently 
high technical competence and lucid, dry- 
humored style which distinguish the earlier sec- 
tions also characterize those which have been 
added. Matters of considerable technical diffi- 
culty are boldly and ably presented, and the 
problems appended to each chapter will be ex- 
tremely helpful to the diligent student. A good 
grasp of analytical geometry and calculus will 
aid him greatly but is not imperative. 

Professor Stigler himself has misgivings 
about Part III. As he laments, in the world of 
imperfect competition “‘one cannot present a 
wholly coherent and satisfying formal analysis 
hor can one concentrate on the (unknown) im- 


portant phenomena of the real world” (p. v). 
It is doubtful, however, that he has chosen the 
best solution of this difficulty. Repeatedly there 
are sharp jumps from formal theory to ques- 
tionable inductive generalizations. There is too 
little theoretical consideration of the probable 
effects of various types of imperfections of com- 
petition upon the equilibrium scale of plant, 
relative prices, the output of an “industry,” the 
size of the national dividend, and the distribu- 
tion of income. Duopoly and oligopoly are some- 
what overemphasized relative to “monopoly” 
and “‘monopolistic competition.” The time di- 
mension, so important in the theory of imperfect 
competition, is given relatively little attention. 
The author argues that internal economies of 
large-scale production are not an important 
monopoly-breeding force, since both theoretical 
considerations and empirical studies lead to the 
conclusion that ‘“‘the quantitative differences 
between average costs of companies of various 
sizes are relatively small after a moderate size is 
reached” (p. 207). The supporting empirical 
data are admittedly infirm, and the fact that 
numerous conditions may limit the market and 
shelter a firm of even “moderate” size is not 
pointed up. “Product differentiation” and con- 
sumer ignorance are belittled as causes of 
monopoly. “‘In many and perhaps most” indus- 
tries, the departures from competitive condi- 
tions are not large (p. 216). If it were not for the 
positive assistance of the state and for the state’s 
failure to follow vigorous antimonopoly policies, 
a close approach to competitive conditions 
could be secured. “In sum, the power of the 
state is the chief resource of monopoly” (p. 214). 
All this is, of course, debatable ground. 
Economists of less convinced views than 
Professor Stigler will particularly question the 
tenor and conclusions of chapter xv, “Pricing of 
Productive Services under Imperfect Competi- 
tion.”’ It is confined to problems of the labor 
market. After depreciating the influence which 
monopolistically and monopsonistically situated 
employers, as well as labor’s ignorance and im- 
mobility, exert upon wages and employment, 
the author turns with zest to the economics of 
collective bargaining. ‘he treatment is certainly 
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one-sided. There is no adequate discussion of 
the effect of the ““common rule” upon wages and 
conditions of work or of the influence of collec- 
tive bargaining upon the “long-run” equilibri- 
um supplies of labor and other factors. The de- 
scription of union wage and employment pol- 
icies at points approaches travesty, and the nu- 
merous examples given of rapacious trade-union 
practices cannot but make the student who has 
beheld the beauties of perfect competition in 
Parts I and Li feel that the collective action of 
workers is a profound and unnecessary evil, even 
in a world of imperfect competition. 

The chapter on multiple products is admir- 
able. The brief chapter on capital and interest, 
unfortunately, does not deal directly with the 
question of the tendency (or lack of it) for the 
interest rate to equate savings and investment 
at any given level of employment of resources. 
The concluding note on exhausting resources, in 
which the author refutes the “‘popular charge 
that under competition exhausting resources 
are utilized too rapidly,” fittingly re-empha- 
sizes Professor Stigler’s faith in the preferences 
of individuals, operating through a competitive 
market, to insure the economic summum bonum. 

It would be improper, however, to assess a 
textbook in advanced economic theory primarily 
with reference to the economic Weltanschauung 
of its author. A course in economic theory is 
ordinarily a means of teaching techniques of 
analysis rather than settled conclusions. For 
this purpose Professor Stigler’s book, especially 
those sections dealing with the analytically 
tractable world of perfect competition, is ex- 
cellent. 

James S. EAaRLEY 
University of Wisconsin 


Economic Stagnation or Progress: A Critique of 
Recent Doctrines on the Mature Economy, 
Oversavings, and Deficit Spending. By Ernst 
W. Swanson and Emerson P. Scumipr. 
New York: McGraw-Hill Book Co., Inc., 
1946. Pp. xi+212. $2.50. 


The Appendix to Terborgh’s Bogey, minus 
many of the bons mots, has now been presented 
to American economists. The authors (more 
properly ‘‘editors”) are research economists for 
the Chamber of Commerce of the United States 
and, as might be expected, present the view- 
point of that institution in slightly more aca- 
demic terms than usual. The book is composed 
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mainly of already well-known quotations which 
attempt to show that many economists do not 
accept the Keynesian theory. But do the au- 
thors really expect to convince readers of the 
validity of this point through the reprinting of 
the familiar arguments of Knight, Simons, 
Hayek, Hardy, Terborgh, Cassel, and Moulton? 
The fact that the younger members of the pro- 
fession have not received those writings with the 
enthusiasm with which they have embraced the 
General Theory should demonstrate the futility 
of the Chamber of Commerce mission. Further- 
more, few of the refreshing ideas of these 
younger economists are mentioned. It is no ac- 
cident that there is a high correlation between 
youthfulness and the acceptance of the Keynes- 
ian system, and it is safe to say that Econom- 
ic Stagnation or Progress will soon be forgotten 
by the new generation of economists while they 
are busy teaching the Keynesian system to their 
students. 

The reviewer does not object to this book 
merely because it is anti-Kevnesian, and very 
presumptuously so. It is possible to oppose the 
arguments of Keynesian economics on sophisti- 
cated theoretical grounds, as is done, for ex- 
ample, in the recent pamphlet of Arthur F. 
Burns (Economic Research and the Keynesian 
Thinking of Our Time [National Bureau of 
Economic Research, 1946]). However, Swanson 
and Schmidt are wrong from beginning to end 
on matters of theory, on interpretations of data, 
and on policy recommendations. 

The authors do not discriminate between 
matters of consequence and those of unimpor- 
tance in the Keynesian theory. There are re- 
peated statements that Keynes’s results depend 
principally on the theory of liquidity preference 
“as the chief factor disturbing equilibrium.” 
This is an incorrect interpretation. The heart 
and soul of the Keynesian system is the savings- 
investment theory of income determination. 
The Keynesian theory of liquidity preference is 
an interesting and probably correct theory, 
but it is being increasingly de-emphasized by 
modern Keynesians as a factor in the determina- 
tion of income. One has only to look at the writ- 
ings on postwar economic activity by those who 
are often labeled as Keynesians. For example, 
Mosak, Smithies, Samuelson, and Hagen hardly 
mention liquidity preference or interest rates 
in their articles on the possibilities of postwar 
prosperity, because they work only with the 
essential parts of the Keynesian system, name- 
ly, the consumption (savings) function and the 
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investment function (often autonomous). The 
basic equation is the following: 


Consumption as a function of income + autonomous 
investment = Income 


The prime mover of this system is not the inter- 
est rate; it is the fluctuations in investment. 
The chapter on the trade-cycle in the General 
Theory is proof that Keynes, too, treated his 
system in this way. Economic Stagnation or 
Progress is based largely on a misunderstanding 
of the Keynesian system. While the authors 
have read every piece of anti-Keynesian litera- 
ture, they have failed to keep up with the more 
recent Keynesian writings and are thus not in 
any position to criticize this theory adequately. 
There are numerous other misunderstand- 
ings which need to be pointed out. The “‘declin- 
ing propensity to consume”’ is put forth as an- 
other Keynesian concept explaining unemploy- 
ment. Here is the authors’ interpretation: 


As incomes increase, individuals are supposedly 
inclined to save more. This action, independent of 
the rate of investment, tends to reduce the expected 
net return on investment, the marginal efficiency of 
capital. Yet for the very same reason individuals are 
inclined to anticipate higher future rates of interest. 
Therefore, there is a tendency for investment to lag 
behind savings so that unemployment of resources, 
especially labor, is the consequence. 


No Keynesian would subscribe to this argu- 
ment that movements along the savings or con- 
sumption schedule reduce the expected return 
on investment. The “declining propensity to 
consume”’ concept is based on shifts of the en- 
tire consumption schedule, not on movements 
along the schedule. Furthermore, the decline is 
only relative, not absolute. The data show that 
the consumption schedule has been shifting 
gradually upward, owing to increasing urbaniza- 
tion, population growth, changes in tastes, etc.; 
but the data also show that the investment 
schedule has been shifting downward faster 
than the consumption schedule has been shift- 
ing upward. There is a decline in the propensity 
to consume only in a relative sense, relative to 
the movement of the propensity to invest. The 
reason why the investment schedule has been 
shifting downward (the stagnation thesis) can 
be very well explained from the data, by the 
phenomenon of capital accumulation, which has 
a depressing influence on further investment. 
This is the main link between Marx and Keynes, 
a link often confused by Swanson and Schmidt. 
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They should study more carefully the connec- 
tion between the theories of the falling rate of 
profit, the declining marginal efficiency of capi- 
tal, and capital accumulation. Terborgh, too, is 
guilty of ignoring the effects of capital accumu- 
lation on economic maturity. Here we have no 
“bogey,” and there are quantities of statistical 
data to establish this claim. 

Other matters about which this book is con- 
fused are: (1) the relation of the Keynesian 
macrosystem to the standard microsystems of 
the theories of firm and household behavior; 
(2) the possibility of testing business-cycle the- 
ories statistically; (3) the relative sizes of vari- 
ous multipliers in the economy; (4) the savings- 
investment equation as an intersection between 
schedules of economic behavior rather than as 
an identity between observable quantities. 

The authors close their volume with this 
dogmatic statement: ““The adaptibility of a free 
society is so great, providing flexibility of prices, 
costs, and interest rates is permitted, that a con- 
stant process of readjustment freely permitted 
will always tend to restore the essential condi- 
tions for economic progress and full employ- 
ment.”” How do they know this? There is no 
theoretical proof of this assertion anywhere in 
the book; there is no presentation of data to 
support it. In view of the fact that the authors 
have previously questioned (p. 144) whether a 
free market ever really existed, it would not 
seem possible to present any factual evidence 
that the establishment of free markets will 
bring about “economic progress and full em- 
ployment.” 

The problem of unemployment, it must be 
agreed, is one of the major economic problems 
of our day. This country cannot any longer 
tolerate the economic dislocation of either 
severe inflation or severe deflation. Conse- 
quently, only policies that are known to give the 
results of full employment can be adopted. The 
functioning of the war economy in the United 
States has shown that sufficiently high govern- 
ment expenditures do bring about full employ- 
ment and that sufficiently strong price control 
can prevent hyperinflation. Why experiment 
with the unknown methods of free markets? 
No theoretical system has ever shown that a 
free-market, capitalist economy will insure full 
employment. On the other hand, the Keynesian 
theory shows definitely that planned economies 
can always achieve full employment if there is 
no lack of resources. The economists of future 
planned economies will surely be amazed that 
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arguments such as those of Swanson and 
Schmidt were still put forward in 1946. 


LAWRENCE R. KLEIN 


Cowles Commission for Research in Economics 
University of Chicago 


Full Production without War. By HAROLD LOEB. 
Princeton: Princeton University Press, 1946. 
Pp. xviii+ 284. $3.50. 


Mr. Loeb’s book raises and considers a highly 
significant problem—the impact of improving 
technology on our modern economy, which. is 
characterized by the prevalence of monopolistic 
competition. It is a stimulating book, reflecting 
the many-sided insights of the author into the 
functioning of modern economic life. Unfortu- 
nately, it is also likely to be, for the professional 
economist, an irritating volume, marred at im- 
portant points by fuzzy definitions and loose 
usage of critical concepts and (less important) 
by definitions of well-established technical 
terms that differ from accepted usage. I suspect 
it would have been a more useful book had it 
been directed more sharply either toward pro- 
fessional economists or toward the layman. As 
it stands, the technical analysis (for example, of 
monopolistic price and output policy or of in- 
come flows) is so oversimplified and loose as to 
be of limited analytical value to the economist. 
But it would be a stiff dose for any but the most 
interested and persevering layman. 

The gist of the argument may be summarized 
briefly. There is a steady improvement in “effi- 
ciency”’ (defined as “the ratio of manhour input 
or effort to quantity output”), “largely inde- 
pendent of the state of the economy.” This ad- 
vancing efficiency (14-3 per cent annually) 
makes possible a “wealth increment” each peri- 
od above the income of the preceding period. 
This wealth increment may be “released” 
through (1) a declining price level, (2) higher 
wages, or (3) an appropriate increase in the 
money supply; or (4) it may not be released at 
all and a downward surge of “nonproduction” 
may be touched off. Under pure (called “price’’) 
competition, the lower prices in alternative 1 
would be provided automatically. Because of 
the prevalence of monopolistic competition, 
however, prices will not be reduced,' and the 

* Though, surprisingly enough, “efficiency ad- 
vances which occurred in the field of capital forma- 
tion would have been largely released by price re- 


likely result is that the wealth increment will 
not be released unless new money is somehow 
inserted (alternative 3). 

Because monopolistic practices of piling up 
excess capital rather than increasing output 
dam up release of the wealth increment, down- 
surges of production (depressions) result as 
costs (incomes) are lowered by advancing effi- 
ciency. But these are basically self-correcting 
through the steady development of new profit 
opportunities (advancing efficiency). Profit op- 
portunities will be exploited by borrowing new 
money, and the upsurge (boom) will result. 
This boom, however, may be cut short if capital 
formation by monopolistic concerns goes be- 
yond the “‘optimum”’ relationship to consumer- 
goods production (apparently established by 
purely technological factors), since demand will 
then become insufficient to take all consumer 
goods off the market. To solve this over-all 
situation, Mr. Loeb advocates (1) governmental 
spending for the purpose of approaching full 
employment; (2) a managed corporation-profits 
tax continuously adjusted to induce just the op- 
timum level of capital formation; (3) a managed 
personal income tax continuously adjusted to 
provide savings just sufficient to finance the op- 
timum capital formation; and (4) government 
hiring to raise minimum wages and thereby to 
assure an adequate propensity to consume. 

The bounty available from advancing effi- 
ciency and the problem of releasing this bounty, 
through an appropriate rate of money income 
flow and consumer- and capital-goods output, 
are the core of the book. Yet efficiency is defined 
at the outset as the ratio of man-hour input to 
quantity output, which ratio is surely itself 
largely determined by the very rate of capital 
formation which Mr. Loeb struggles so hard to 
get adjusted appropriately to advances in effi- 
ciency. The advance in this “efficiency”’ is sure- 


ductions since the price of capital (in particular con- 
struction, custom-made equipment, etc.) is estab- 
lished for the most part through bargaining” (p. 
146). Are capital goods to be placed alongside the 
traditional example of farm products as the competi- 
tive, flexible-price sector of this monopoly-ridden 
economy? 


“Tn each branch of industry the state of tech- 
nology establishes an optimum ratio between capital 
and production” (p. 15). Later, however (pp. 159- 
62), the optimum rate of capital formation is defined 
as that at which total plant is maintained which 
will just satisfy consumer demand by operating at 
neither decreasing nor increasing costs. 
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ly not “largely independent of the state of the 
economy” and something to which capital for- 
mation must be adjusted. Actually, “efficiency” 
seems to be used primarily to connote improve- 
ments in technology, if anyone cares to try to 
separate these out in the process of capital for- 
mation. 

It is unfortunate that this basic confusion 
slips in and that Mr. Loeb did not address him- 
self, instead, to the broader problem of an ap- 
propriate adjustment between the rate of capi- 
tal formation, the expanding labor supply, the 
propensity to save (consume), and the money 
supply—in short, to the over-all problem some- 
times designated as the “rate of economic 
growth.” It is the book’s greatest contribution 
that it sees and digs into one part of this prob- 
lem in economic dynamics—which is, I suspect, 
today the most promising and undeveloped field 
facing economists—and that it endeavors to 
draw together the theoretical analysis of income 
flows and monopoly. Great as is the need for 
many more studies along the path Mr. Loeb 
has explored, it is to be hoped that they will 
embody a somewhat broader orientation and a 
more thorough analysis of the significance of 
varying monopoly price, output, and invest- 
ment policies. 

G. L. Bacu 
Carnegie Institute of Technology 


Vollbeschaftigung, der andere Weg. By Fritz 
Marsacu. Bern, Switzerland: A. Francke 
AG., Verlag 1943. Pp. 75. Swiss Fr. 3.20. 


To American readers the chief interest of this 
slim brochure on full employment lies in the in- 
dication of the great extent to which the think- 
ing of Continental European economists has run 
parallel to that of their Anglo-Saxon colleagues. 
The book appeared while the war was still un- 
decided. It is definitely Keynesian in tone. It is 
distinguished from an American pamphlet 
which might have appeared at the same time on 
the same subject (1) by the specific recognition 
of the balance-of-payments problem and (2) by 
the integration into the Keynesian framework 
of the more traditional underconsumption argu- 
ments. 

The author starts with the premise that the 
maintenance of high levels of employment is 
essential for the survival of democracy. Profes- 
sor Marbach considers unemployment of more 
than approximately 2 per cent not tolerable for 


the Swiss economy. He then makes five main 
points. First, he anticipates a postwar depres- 
sion sooner than generally anticipated. His sub- 
sequent analysis of the depression indicates that 
he must be classed with that school of thought 
which attributes the depression to a deficiency 
of consumers’ purchasing-power. 

Second, the author is therefore convinced 
that the stimulation of consumption rather than 
of investment is the proper way of maintaining 
the spending-power of the population at the ap- 
propriate level. While the conclusion that an in- 
crease in consumption will raise employment 
and income as much as an increase in invest- 
ment is correct and while the desirability of 
raising the standards of consumption is perfect- 
ly acceptable. this conclusion is not reached by 
the Keynesian road but through the rather tor- 
tuous paths of an underconsumption theory of 
the Hobsonian type. It is good to see Professor 
Marbach champion consumption. But he seems 
to have fallen simply into the opposite error 
from those of his American colleagues, who con- 
sider a dollar spent on investment more power- 
ful than one spent on consumption. Third, Pro- 
fessor Marbach points out that the additional 
consumption will raise income only if it does not 
reduce spending elsewhere. 

Furthermore, given the limitations of space, 
Professor Marbach seems successful in arguing 
that the maintenance of the over-all purchasing- 
power of consumers through inflationary means 
need not be anticapitalistic. Free choice of con- 
sumers is maintained as well as complete free- 
dom of businessmen to invest when, where, and 
how much they please. And, finally, the author 
shows that the international repercussions of a 
full-employment policy cannot be ignored. He 
therefore concludes that some kind of interna- 
tional co-operation is essential to the success of 
domestic employment policies. 

W. F. STOLPER 
Swarthmore College 


Die Vollbeschaftigung im Kreusfeuer: Eine dog- 
menkrilische Untersuchung. By JaNuSz Ra- 
KOWSKI. Bern, Switzerland: A. Francke AG., 
Verlag, 1946. Pp. 54. Swiss Fr. 2.80. 


There is no doubt that Anglo-American and 
German-influenced economic science, having 
been separated from each other since at least 
1939, have taken different courses. Keynes’s 
General Theory, it is true, has been known and 
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has had its strong effects on the Continent as it 
has had in the United States. But it is obvious 
that the effects must have been different here 
from what they were on the other side. Mr. 
Rakowski’s pamphlet gives an interesting, al- 
though necessarily incomplete, picture of what 
happened in economic science behind the Ger- 
man wall. For it describes and critically exam- 
ines the controversy between German and Ger- 
man-influenced Keynesians.and those of a more 
orthodox position—a controversy that seems to 
have developed in Switzerland especially after 
publication of an article by Wilhelm Répke, 
“Ueber Grundlagen und Folgen der Vollbe- 
schiiftigung” in the Neue Ziiricher Zeitung of 
January 26 and 27, 1946. 

To do justice to a study that has so clearly 
developed in, and is meant for, the realm of a 
Keynesianism of a specific German and Ger- 
man-influenced Swiss brand, these facts obvi- 
ously have to be taken into account. In such a 
context the study is useful in pointing out the 
ambiguities and exaggerations of the various 
authors. But, probably, because of its restricted 
length, it appears incomplete and too schematic. 
Generally speaking, one has the impression that 
the author struggles with the problems rather 
than dominates them. A further shortcoming 
seems to be that it is not clear for what readers 
the study is meant. For the layman the exposi- 
tion is too complicated ; for the expert it is over- 
simplified. 

The author’s own viewpoint can be seen by 
his summarizing remarks on what is called in 
this country “functional finance’”—remarks 
with which most orthodox economists will agree 
wholeheartedly. He states (p. 36): 


1. It is not possible—as many adherents of the 
“full-employment doctrine” imagine—to maintain 
an equilibrium of the economy in a cyclical sense 
merely by controlling and steering investments. 
Rather, the whole price and cost (wages) system 
must be brought into harmony by the introduction 
of an adjustment policy. 

If one wants to pursue [such a policy] 
within the framework of a “full-employment pro- 
gram” with energy and success one must, as shown 
by experience, endow the agency in charge with 
dictatorial power. This means that the entire eco- 
nomic system has to be changed and that the “se- 
curity”’ of full employment has io be achieved at the 
expense of liberty [reviewer’s translation]. 


The American economist will hardly profit 
from reading the study. In this country the dis- 
cussion seems far more advanced than over 
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there. The German-Swiss Keynesians are still 
in the stage of discovering Keynes, whereas, in 
the United States, science has entered the stage 
of digesting the results and finding out the lim- 
itations of his doctrines. American Keynesians 
will hardly be impressed by their German-Swiss 
counterparts. But they could and should be im- 
pressed by the opinions of some of the orthodox 
economists abroad, especially those of Wilhelm 
Répke. The eminent Munich economist, Adolf 
Weber (Geld, Banken und Boérsen (1939), p. 56) 
also deserves special mention. 

Attention is drawn to the remark on page 11 
of Rakowski’s study: “It is interesting to know 
that this school [the Keynes school] had at the 
beginning fewer English than German econo- 
mists as its followers, i.e., those who have adopt- 
ed Keynes’s theory in order to justify national 
socialistic economic policy.” There follow half- 
a-dozen names of German economists entirely 
unknown to this reviewer, who formerly was 
acquainted with every German author of any 
importance in this field. 

This reviewer has as yet no knowledge of the 
national-socialistic Keynesian literature that 
seems to have developed. However, according 
to the works described and quoted in Rakow- 
ski’s study, they seem to be crude mechanical 
reproductions of Keynes’s original work of art. 
With the thoroughness of the Germans and 
their peculiarity of taking everything literally, 
something so rough and mechanistic seems to 
have emerged that not only the late Lord 
Keynes but many of his Anglo-American fol- 
lowers would hardly recognize it. 


L. ALBERT HAHN 
New York City 


A Century of American Life Insurance: A His- 
tory of the Mutual Life Insurance Company of 
New York, 1843-1943. By SHeparp B. 
CroucH. New York: Columbia University 
Press, 1946. Pp. xiii+402. $4.50. 

This book is unique among insurance com- 
pany histories, with which this reviewer has a 
fair acquaintance, in having been written by a 
professional economic historian, not connected 
with the company but given full access to its 
records. Such authorship is a great gain be- 
cause of its breadth of perspective and the ab- 
sence of bias. The title is not a mere catch- 
phrase. The book is an authoritative history 
of the Mutual Life, but it is more than that. 
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It is in considerable measure a history of the 
development of life insurance in America as one 
aspect of the development of the whole econ- 
omy, with, naturally, special reference to the 
place of the Mutual Life in it. 

The author’s basic thesis—in terms of which 
he accounts for the successful initiation of life in- 
surance in America and for its great growth 
since—is that “insurance came into being to 
lessen the efiects of a situation which a money 
economy created.’”’ When the peasant’s equity in 
the land stayed in the family, his death did not 
deprive his family of its means of livelihood. and 
most other misfortunes were mitigated by mutu- 
al aid. But when the family’s income comes pri- 
marily from the skill, training, and judgment of 
its head, then its support passes with his death, 
and replacement must come from a capital pro- 
vision for future income. As industrialization 
and urbanization progress, the functions of in- 
surance, and especially life insurance, become of 
increasing importance, both its risk-bearing 
function and its saving (capital-forming) func- 
tion. 

Urbanization and capitalistic production in 
America had by 1843 progressed to the point 
where the demand for the services of life insur- 
ance was sufficient for the successful initiation 
of the business. While some life insurance had 
been furnished earlier by combination life insur- 
ance and trust companies, the latter type of busi- 
ness had dominated their activities, and those 
that survived did so as trust companies. The 
Mutual Life is the oldest existing general 
life insurance company,’ but it is significant 
that more than a dozen mutual life insurance 
companies, highly respected today, started busi- 
ness in the eight-year period ending December 
31, 1851. 

The author divides the century into three 
periods, though he cautions against considering 
the boundaries sharp and the changes abrupt. 
The first, or formative, period is that from 1843 
to about 1870. By the close of that pe iod the 
foundations were laid, a safe and suitable (for 
the times) mortality table was drawn up,? suit- 
able agencies for marketing the services were 
created, proper technical procedures for finan- 
cial administration (with emphasis on equitable 
treatment of policyholders) were worked out, 


_ "The Presbyterian Ministers Fund is more than 
eighty years older, but it has always confined its 
insurance to a special class of persons. 


* Incidentally, by the actuary of the Mutual Life. 
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and state supervision was established. Toward 
the close of the period new forces were making 
themselves felt that caused the next period, 
that of development and growth (1870-1905), 
to show different characteristics. During most 
of the formative period the Mutual Life had 
been a leader and under the management of its 
forceful president, F. S. Winston, had attained 
first position in size and general development. 

During the second period the entrepreneurial 
spirit dominant in America came to rule the big 
three? life insurance companies and, though two 
of them were mutual, they came to be looked 
upon by their presidents as quasi-proprietary 
enterprises. This attitude was reflected in 
“the race for business,” with attendant ex- 
travagance in agency expense, deferred divi- 
dends with the accumulations for them re- 
garded as surplus available for expense, the 
use of the investments function for promo- 
tion of other enterprises, and other evils dis- 
closed by the Armstrong investigation of 1905. 
Midway in this period Winston died and had 
been succeeded by an even more aggressive 
administrator, R. A. McCurdy, who entered 
the company’s service as attorney and had 
become its vice-president. 

The author does not gloss over the mistakes 
of this period, nor does he treat them sensa- 
tionally. He relates them, properly as it seems 
to this reviewer, to the same spirit in other 
American enterprises of the time and presents 
the dramatic Armstrong investigations as a 
characteristic episode of the “‘trust-busting” 
era. He also points out that the growth of life 
insurance in this period played an important 
rols in the accumulation and provision of 
capital needed for the country’s economic de- 
velopment. This period was abruptly ended by 
the disclosures of the investigation and the re- 
sulting legislation. 

Concurrent changes in management per- 
sonnel in the Mutual Life were more complete 
than those in the other major companies and 
a much more conservative policy was followed 
in the next period. Consequently, though it did 
not retrograde or stagnate, the company lost 
some of its commanding position. 

The last period (1905 to date) has been char- 
acterized by an increasing sense of trusteeship 
on the part of management and closer scrutiny 
by state authorities. The author notes the 
change in the type of management problems, 


3 Mutual Life, New York, and Equitable. 
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with less emphasis on growth and more on serv- 
ice and reduction in cost of operation, and par- 
ticularly the increasing difficulty of properly 
investing the huge funds accumulating in a 
country whose capital requirements are rela- 
tively diminishing. He emphasizes, but not too 
greatly, the contributions of the Mutual Life 
and its staff during this period to technical de- 
velopment of life insurance. An interesting part 
of the study, particularly of this period, is the 
author’s tracing of the effects of general cyclic 
fluctuations on the business of life insurance. 

The author seems to regard the Temporary 
National Economic Committee study of life in- 
surance as of equal importance with the Arm- 
strong investigation and foresees equally sig- 
nificant and far-reaching consequences, though 
he admits it is too soon for significant predic- 
tion. This reviewer is among the doubters on 
this point. 

The book is well written and well docu- 
mented by citation, not merely to the com- 
pany’s records but to many other sources. 
Numerous tabular and graphic presentations 
of data in the text and appendixes add to its 
value. It seems to the reviewer well worth care- 
ful study not only by those interested in insur- 
ance as a specialty but also by economic and 
other historians. If sound inferences are to be 
drawn, the latter can hardly ignore the great 
development of life insurance in the United 
States and its influence on other social and 
economic forces. 

A. H. MowBray 
University of California 
Berkeley 


New Jersey Progressivism before Wilson. By 
Ransom E. Nostg, Jr. Princeton: Princeton 
University Press, 1946. Pp. ix+175. $2.00. 


The Progressive movement until recently has 
been studied along lines eminently agreeable to 
Thomas Carlyle. Brandeis and Wilson in the 
East, U’Ren and LaFollette in the West have 
been regarded as the epitome of its inmost 
character. Only occasionally, as in Alpheus T. 
Mason’s recent Brandeis, has it been even 
suggested that influential secondary figures and 
important organizations were also at work in 
the vineyard of reform. 

This slender volume contains the first pene- 
trating analysis of eastern Progressivism. Its 
scene is New Jersey, “The Mother of the 
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Trusts,” in the first decade of this century. On 
all save the question of origins, Noble’s study 
of the movement in New Jersey will stand as 
definitive. On this excepted point, an important 
contribution is made in emphasizing the pro- 
found influence of Henry George upon New Jer- 
sey reform leaders. A survey of social move- 
ments in the nineties in the state would suggest 
that additional spade work was done by Popu- 
lism, Nationalism, and Eltweed Pomeroy’s Di- 
rect Legislation League in developing reform 
sentiment in trade-union, farmer, and middle- 
class circles. At the turn of the century, the 
exigencies of such cities as Jersey City and 
Newark; the unchallenged reign of political 
bosses in league with alien corporations, domes- 
tic railroads, and utilities; and the rejection of 
“the system” by a few courageous individuals 
gave the dynamic impulse to a widening reform 
movement. 

State-conferred tax exemptions enjoyed by 
the railroads and utilities so curtailed municipal 
revenues in Jersey City that they impelled 
Mayor Mark Fagan and George L. Record to 
launch a movement for tax equalization at 
Trenton. This was soon joined by Everett Colby 
of Essex County, where Newark was similarly 
handicapped. From this attempt there devel- 
oped the New Idea movement, which launched 
a vigorous attack upon the boss system and 
corporate privilege and elaborated a vigorous 
program for state regulation of railroads, insur- 
ance, and utilities. Centering in the northern 
urban counties, the movement won adherents 
in urban areas of the central and southern parts 
of the state. Continuing largely as an insurgent 
drive within the dominant Republican party, it 
fell short of seizing control of the state organi- 
zation and government despite able leadership, 
& popular program, and encouragement from 
other states. 

The achievements down to 1910 can be listed 
briefly. The direct primary, equitable taxation 
of railroads and utilities, a “weak” railroad 
commission and a farcical Board of Public Utili- 
ties Commissioners, an improved merit system 
in the civil service, and strengthened child la- 
bor legislation make up the total. The reaction- 
ary directorate of the Republican party gave 
ground slowly before the growing demand for a 
restoration of democracy in the state. Another 
tangible creation was the state-wide New Idea 
organization, which constituted a powerful mi- 
nority bloc within the party. Not least, also, 
was the rise of the new liberalism within the 
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Democratic party, whose bosses saw marked 
advantage in running reform candidates on re- 
form platforms. When Woodrow Wilson doffed 
academic robes for the garb of politics in 1910, 
the bipartisan Progressive strength was such 
that he was able to sweep the state after identi- 
fying his candidacy with the reform movement. 
The extraordinary achievements of his adminis- 
tration could hardly have been possible had it 
not been for the selfless support given by Re- 
publican Progressives such as Record and Colby. 

Finally, Noble throws important light upon 
the interstate aspects of Progressivism. He pre- 
sents evidence repeatedly not only of co-opera- 
tion between Progressive leaders in different 
states but also of the development of a general 
Progressive program of economic and political 
reforms, which was presented in different locali- 
ties as occasion afforded opportunity. The sug- 
gestion that a basic unity prevailed in the com- 
mon ideology and agenda of Progressivism be- 
tween 1900 and 1910 makes perhaps the most 
fruitful contribution in the book. 


CHESTER McCARTHUR DESTLER 


Connecticut College 


American Radicalism, 1865-1901: Essays and 
Documents. By CHESTER McARTHUR Dest- 
LER. (“Connecticut College Monographs,” 
No. 3.) New London, Conn.: Connecticut 
College, 1946. Pp. xiiit+276. Cloth, $3.50; 
paper, $2.50. 

This number of the “‘Connecticut College 
Monographs” consists of a collection of special 
studies on the history of radical ideologies for 
the period indicated. With the exception of the 
concluding chapter, these studies are reprinted 
from journals of history and economics. In ad- 
dition, two “‘documents,”’ more suitable for an 
appendix, are inserted as co-ordinate chapters. 
A dozen contemporary cartoons help to vivify 
the setting of the controversies. The sources 
have been sought widely, in labor periodicals, 
pamphlets, and personal manuscripts. The gen- 
eral study deals with the rival proposals that 
were put forward in the effort of the laborers 
and the farmers to adjust their status in the 
formative stage of the new industrialism. It 
seeks to integrate and extend the findings of the 
Commons group and Norman Ware for labor 
and of Buck, Hicks, and others for agriculture. 
It also touches the borders of the “social poli- 
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tics’’ theme of Merriam and Haynes. With his 
concern more in the development of ideologies 
than of practical programs, the author focuses 
attention on the group of radical writers and 
speakers that centered in Chicago. Within this 
restricted field, the author has pursued his in- 
vestigations with diligence and thoroughness; 
but, however convenient and expedient this 
preliminary publication may have seemed to 
be, it obviously does not do justice to his dem- 
onstrated research abilities. Such a collection 
inevitably lacks unity and involves needless 
repetitions. The opening chapter surveys west- 
ern radicalism for the period, but it fails to pro- 
vide an adequate background and a clear per- 
spective. There is need for a fuller and more 
definite exposition of the meanings of “‘radical- 
ism’’ in its historical relations and for a longer 
extended and more comprehensive background. 
One must go back to the fifties at least for the 
definite trend toward class consciousness in labor 
and parity demand in agriculture, as well as for 
the origins of the concentrated ‘‘wealth” that 
became the target for all sorts of radical at- 
tacks. 

The author would accord Henry D. Lloyd a 
leading place among these attackers. He feels 
that as an interpreter of the period and formu- 
lator of programs Lloyd was much more than 
the agitator. Whatever the ultimate judgment 
of Lloyd’s influence, to which Professor Dest- 
ler’s forthcoming biography should contribute 
much, the comparison of Lloyd’s elaborate 
work of exposure with Bryce’s commentary is 
certainly most inapt. Here, again, there is 
need of comparison with earlier social and 
economic thinkers. 

The main conclusion emerging from this de- 
tailed study of representatives of the different 
groups and shades of radicalism is the utter ir- 
reconcilability of elements whose basic philoso- 
phies were inherently antagonistic. These ele- 
ments had little in common but discontent with 
the existing wage and price situation and lack 
of enthusiasm and of continuing support for 
any radical program on the part of the rank and 
file of both the farmers and the laborers. Among 
landed proprietors, single-taxers, trade-union- 
ists, socialists—Christian, Fabian, state, and 
Marxian—and anarchists philosophical and vio- 
lent, a common denominator was not to be 
found. To cite the annotated documents in the 
body of the monographs the attempts of 
Burnette Haskell in 1883 to harmonize “red”’ 
socialism and “black” anarchism and those of 
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Lloyd in 1894 to secure common political action 
between socialists and Populists were alike fu- 
tile. The conflicting issues were even greater 
than those of the ill-starred groups that sought 
union in third parties in 1920 and 1924. 

For the masses to whom the agitators ap- 
pealed—whether, according to doctrinaire clas- 
sification, ‘‘proletarian” or “‘agrarian’’—their 
essential conservatism and pragmatism were un- 
mistakably demonstrated. Foreign revolution- 
ary proposals made no headway at all, and ideal- 
istic goals aroused little sustained enthusiasm. 
“The Republican standard is too high,” Greeley 
told Herndon in 1858, ‘“‘we want something 
practical.’’ Solon Chase’s appeal—“‘Inflate the 
currency and you raise the price of my steers’ 
—expressed much of the philosophy of green- 
backism and free silver. Labor turned eagerly 
from the idealistic brotherhood aims of the 
Knights to the opportunist trade-unionism of 
the Federation. And with the coming of “our 
new prosperity” at the turn of the century one 
cycle of radical protest was completed. 


Ear LE D. Ross 
Towa State College 


Government and Labor in Early America. By 
RicHArD B. Morris. New York: Columbia 
University Press, 1946. Pp. xvi+557. $6.75. 
This comprehensive study presents in full de- 

tail the myriad regulations under which bond 
servants and free labor worked during our Colo- 
nial and early national period. The laws regu- 
lating slave labor are not included because am- 
ple documentary and secondary sources are 
available on that subject and because the regu- 
lations surrounding slavery do not have the 
same interest to students of contemporary gov- 
ernmental and social problems as the regulations 
of free and bound labor. 

Too often, studies of this type are written 
without reference to the historical setting; but 
this author has apparently made a careful study 
of the mercantilistic system, and the rules and 
regulations concerning labor are made to fit 
snugly into their mercantilistic background. 
Nor is the author interested solely in the study 
of history for its own sake. Throughout the book 
are constant references to present-day regula- 
tions and how they compare with the earlier at- 
tempts to regulate the economy. Furthermore, 
in a final chapter, entitled “Persistent Problems 
of Labor Relations in the Light of Early Ameri- 








can Enterprise,” Dr. Morris brings the loose 
ends together in an excellent short essay show- 
ing what government today has learned and for- 
gotten about early American experience. 

The author has divided his study into two 
parts, the first dealing with free labor and the 
second dealing with bound labor. Every aspect 
of the labor contract is examined in considerable 
detail, and Professor Morris carefully distin- 
guishes between the regulations as found in dif- 
ferent parts of the Colonies and the nation. The 
regulation of wages both before and during the 
Revolutionary War was minute but difficult, if 
not impossible, to enforce. Nevertheless, as the 
author points out, wage controls in time of 
stress seem to be necessary in our economy, 

The chapter dealing with concerted action 
among workers presents, in the thorough style 
which marks this whole book, the story of the 
innumerable voluntary organizations for pro- 
tective purposes that preceded the formation of 
the trade-unions. Apparently our ancestors 
joined as many organizations as we do and 
workers, professional people, and employers 
alike strove to maintain their rights or gain new 
privileges by concerted action. Sometimes the 
action was economic and sometimes it was politi- 
cal, but each group did its best to further its own 
ends. As with the other subjects discussed, the 
author here describes the events as well as the 
laws governing the actions. 

Later chapters in Part I describe the regula- 
tion of the terms of employment, maritime la- 
bor regulations, and the relation between labor 
and the armed services in these early periods of 
our history. Of particular significance is the 
study of the laws governing maritime labor. 
Only by a careful study of this background can 
we today have full understanding of the current 
labor problems of our merchant marine. 

The second part of this book is a comprehen- 
sive study of the institution of indentured servi- 
tude, by means of which the ancestors of mil- 
lions of Americans first made their way to this 
country. As the author points out in the Preface, 
there have been numerous studies about inden- 
tured servants in various colonies, but these 
chapters, which are a complete monograph in 
themselves, are a comprehensive study of both 
the economics and the laws of the institution. 
The nature and sources of bound labor and the 
legal status of this important institution are 
thoroughly presented, and the varying situa- 
tions in the several colonies are carefully dis- 
tinguished. 
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To assemble the material for this book the 
author searched libraries and private manu- 
script collections from Maine to Florida. In ad- 
dition, unpublished records of the inferior courts 
of the American Colonies have been carefully 
searched. The study is carefully documented 
and indexed. While it does not contain a bibli- 
ography, other scholars are referred to biblio- 
graphical studies previously published by the 
author. 

FRANK T. DE VYVER 
Duke University 


The Growth of Constitutional Power in the United 
States. By Cart B. SwisHer. (‘‘Charles R. 
Walgreen Lecture.”) Chicago: University 
of Chicago Press, 1946. Pp. x +261. $2.50. 


The object of this volume by Professor Carl 
B, Swisher is, in the author’s words, “‘to relate 
our evolving institutions one to another and toa 
unified whole, with some reference back to 
fundamentals as envisaged when our Constitu- 
tion was adopted” (p. vii). The scope of the 
volume may be indicated by the fact that it in- 
cludes chapters dealing with the problem of the 
relative spheres of the federal and state govern- 
ments, the operation of the principle of separa- 
tion of powers and checks and balances, the 
constitutional sources of expanding governmen- 
tal power and the constitutional barriers to the 
expansion of power, the growth of administra- 
tive agencies, the protection of civil liberties, 
and the constitutional problems arising in the 
conduct of foreign affairs. Within the limits of 
this review, it is possible to comment on the 
author’s treatment of but three or four of the 
foregoing topics. 

Of particular interest to economists are the 
chapters on the constitutional sources of ex- 
panding governmental power and the constitu- 
tional barriers to the exercise of power. The first 
of these chapters contains a good discussion of 
the leading cases interpreting the commerce, 
taxing, and spending clauses of the Constitu- 
tion. In the reviewer’s opinion, however, it 
would have been desirable to add a brief discus- 
sion of the powers over money and credit, in- 
cluding some reference to the Gold Clause cases, 
and of the spending power as a basis for deficit 
financing to maintain or increase employment. 
The chapter on barriers to the exercise of power 
might have been appropriately entitled, as the 
author says, “The Rise and Decline of Substan- 


tive Due Process” (p. 107). He discusses the 
manner in which the due-process-of-law clauses 
of the Fifth and Fourteenth Amendments have 
been interpreted in the past as a substantive re- 
striction on governmental action in public util- 
ity regulation, labor legislation, and other fields 
and how this interpretation has oeen abandoned 
in recent decisions of the Supreme Court. In the 
author’s words, “due process, as a substantive 
restriction on governmental control of property, 
is largely a thing of the past or, at any rate, is 
not a thing of the present”’ (p. 124). One of the 
important services of this volume, in the re- 
viewer’s opinion, is that it makes available a 
brief and nontechnical discussion of this devel- 
opment, the great significance of which has been 
insufficiently appreciated outside the ranks of 
lawyers and political scientists. 

One point developed in the chapter on the 
protection of civil liberties is worthy of note. 
The author points out the inconsistency of bas- 
ing the substantive protection of liberty upon 
the due-process clauses of the Fifth and Four- 
teenth Amendments while quietly withdrawing 
the substantive protection to the rights of prop- 
erty hitherto based on the same clauses. Pro- 
tection of civil liberties against encroachment 
by the federal government could be based on 
the First Amendment, and protection against 
state action could be based on the privileges and 
immunities clause of the Fourteenth Amend- 
ment. The protection afforded by the First 
Amendment is probably satisfactory, but that 
afforded by the privileges and immunities clause 
is inadequate in view of the decision in the 
Slaughterhouse cases, to the effect that the 
great majority of the rights of citizens are at- 
tributes of state rather than of federal citizen- 
ship and are therefore not protected by the 
clause in question. In view of the present inter- 
pretation of due process, Swisher believes that a 
more inclusive definition of the privileges and 
immunities of federal citizenship is now desir- 
able and that there is some reason to believe 
that the Supreme Court will ultimately take this 
position also. 

The concluding chapter of the volume, en- 
titled “The Constitutional System Today,” em- 
phasizes the problems facing democratic gov- 
ernment as a result of the great concentration 
of power in large-scale corporate enterprise. 
This emphasis is entirely proper, but, in the re- 
viewer’s opinion, the analysis has two short- 
comings. First, there is no discussion of the 
problem of how to reconcile the degree of eco- 
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nomic control required under conditions of mod- 
ern industrialism with the maintenance of dem- 
ocratic principles and administrative efficiency 
in government. Second, the author fails to em- 
phasize that the concentration of power in labor 
organizations is now comparable to that in in- 
dustry, that it is still an open question whether 
democratic government will be able to control 
irresponsible and monopolistic labor organiza- 
tions in the public interest, and that, therefore, 
concentration of power in this field constitutes 
at least as serious a threat to democracy as the 
concentration of power in industry. 

All things considered, the reviewer is of the 
opinion that Professor Swisher has produced a 
well-written, judicious, and highly competent 
volume, which deserves to be widely read. 


RosBert W. HARBESON 
Washington, D.C. 


Endless Horizons. By VANNEVAR BusH. Wash- 
ington, D.C.: Public Affairs Press, 1946. 
Pp. viii+182. $2.50. 


Vannevar Bush emerges from the war as one 
of our great national figures. Formerly professor 
of electrical engineering at the Massachusetts 
Institute of Technology and now president of 
the Carnegie Institute of Washington, his recent 
national status is derived from his directorship 
of the Office of Scientific Research and Develop- 
ment during the war. He was a great leader in 
the mobilization of science for the war effort, 
including the development of the atomic bomb, 
especially in its preliminary stages. His work as 
director of O.S.R.D. is well known and needs no 
recital here. 

This book is not, however, a systematic pres- 
entation of Bush’s contributions or of his re- 
search. It is, rather, a re-publication of some 
seventeen papers published elsewhere or made 
as statements and reports to the president and 
to congressional committees, public addresses, 
and the like. These miscellaneous papers are not 
tied together. The Introduction by Frank 
Jewett, vice-president of the American Tele- 
phone and Telegraph Company and president 
of the National Academy of Sciences is a 
spirited eulogy. 

Bush is able and gifted in engineering and 
science, as his accomplishments testify. As a 
leader in the scientific movement he is aggres- 
sive and incisive, and he has a good sense of 
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public relations, which any college president 
should have, as is shown by the qualifying 
phrases in these, his published lectures. 

But the readers of the Journal of Political 
Economy are interested in knowing what are his 
social views. This book does not tell us much, 
The chapter on patents is the only one that 
deals with a social issue. His view is conserva- 
tive and might well be approved by the Ameri- 
can Telephone and Telegraph Company, much 
of whose strong position derives from the many 
hundreds of patents it holds and the several 
hundreds of which it does not yet make com- 
mercial use. He is opposed to “compulsory 
licensing” at this time (p. 160), and he holds 
that ‘*.... there should be no hostility be- 
tween government and business, even if busi- 
ness is big” (p. 173). The patent reforms he 
suggests are restricted to such matters as delays, 
costs, and the setting-up of patent courts. 

We do not know from this volume what 
Bush’s views on social and economic problems 
may be, and he should not be criticized for not 
including what he did not plan to include. Such 
eminence in engineering is, no doubt, enough for 
one man in one life without holding him re- 
sponsible for achievement in social science. Yet, 
because of the very close relationship that exists 
between technology and social science, if a man 
influences the course of applied science, he can- 
not escape having influence on social institu- 
tions. 

Thus, when President Roosevelt asked Dr. 
Bush to prepare a report for the encouragement 
of research in peacetime, in order that society 
might benefit from peacetime research, the sci- 
ence foundation which Bush recommended did 
not include support to the social sciences; and in 
this book (p. 39) he advocates that the social 
sciences be excluded from his program of public 
assistance to research for the present. However, 
President Truman and the Senate Subcommit- 
tee on Military Affairs insisted upon the inclu- 
sion of the social sciences. 

In this volume Bush’s references to the rela- 
tion of science to society are simple ones, like 
the implications that aviation helps to win war, 
that D.D.T. is used in fighting disease, and that 
the automobile is a great transportation aid. Of 
the fact that engineering achievements cause 
disruptions, bankruptcies, maladjustments, op- 
portunities, and dangers for vested interests and 
technological unemployment and may even 
revolutionize the social order, he has shown no 
awareness, at least in these pages. Yet for every 
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major mechanical invention there is created 
more than one major social problem. 


WitiraM F. OcBuRN 
University of Chicago 


Profit Sharing and Stock Ownership for Wage 
Earners and Executives. By Bryce M. STEw- 
ART and WALTER J. Couper. (“Industrial 
Relations Monograph,” No. 10.) New York: 
Industrial Relations Counselors, Inc., 1945. 
Pp. 143. $1.25. Paper-bound. 


The popularity of profit-sharing and em- 
ployee stock ownership seems invariably to rise 
with profits, wage rates, and stock prices. Con- 
ditions are favorable today, and many com- 
panies have been giving serious and favorable 
thought to sharing profits with employees and 
executives either directly in cash payments or 
indirectly through contributions to benefit and 
pension plans or through stock ownership. For- 
tunately, the memory of those who were close 
observers of or participants in profit-sharing 
and stock-ownership plans in the early thirties 
is likely to restrain any reckless wave of enthusi- 
asm for new experiments in this area of person- 
nel relations. 

This short report presents the results of a 
study undertaken in 1944 for one large corpora- 
tion as an aid in determining future policy. 
When the report was submitted to the corpora- 
tion, the suggestion was made that it be printed 
for general distribution. This was a happy sug- 
gestion, since the report is of undoubted value 
to many other companies to which the resources 
of a highly qualified research group could not 
otherwise have been available. 

Approximately half the book is given toa 
report of the developments of profit-sharing and 
employee stock ownership, a consideration of 
new factors affecting these plans, and an analy- 
sis of characteristics and administration. The 
appendixes, which take up the remainder of the 
book, include summaries of the findings of out- 
standing earlier American studies of profit-shar- 
ing and employee stock ownership and sum- 
maries of provisions of fifteen active, non- 
trusteed, and seven active, trusteed profit-shar- 
ing plans. 

The authors’ conclusions in respect to profit- 
sharing for wage-earners do not differ markedly 
from the conclusions of C. Canby Balderston in 
a study made for the Industrial Relations Coun- 
selors, Incorporated, in 1937. Dean Balderston 
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“emphasized that profit sharing is not a funda- 
mental personnel device, that its value as an in- 
centive is doubtful, that it should be established 
only after a well rounded, adequately financed 
program of employee security has been devel- 
oped and that, if entered upon, profit sharing 
should itself be used to further employee se- 
curity.” The study under review concludes that 
profit-sharing for wage-earners will never be 
widely adopted. It further holds that, while 
managerial profit-sharing plans have a better 
record of acceptance and survival, 


nevertheless, the elimination of better treatment for 
salaried employees than for wage earners now in 
progress, increased personal income taxes, which 
leave the executive with a much reduced net com- 
pensation, more watchful stockholder attitudes evi- 
denced by the litigation initiated in recent years, a 
more critical public opinion toward executive com- 
pensation, in addition to the [uncertainty of profits], 
are likely to hamper the further development of 
managerial profit sharing. 

According to the authors’ thinking, the pros- 
pects for any extensive revival of employee 
stock ownership are even less good. The debacle 
of the depression was too serious to be easily 
forgotten. Although stock ownership for execu- 
tives gained ground prior to and during World 
War II, it is felt that such rewards as stock 
bonuses or options “are difficult of justification 
in well established, profit-making corporations.” 

This report should be of interest to every stu- 
dent of problems of compensation for wage- 
earners and executives. It is a concise, practi- 
cal, and impartial summary of past experience 
and evaluation of new factors. It should prove 
especially valuable to industrial executives who 
must make decisions as to the practicability of 
profit-sharing or employee stock ownership for 
their own organizations. 

HELEN BAKER 
Industrial Relations Section 
Princeton University 


Labor Policy of the Federal Government. By 


Harotp W. Merz. Washington, D.C.: 
Brookings Institution, 1945. Pp. ix+284. 
$2.50. 

With the Eightieth Congress now in session, 
another Case Bill and similar labor legislation 
has already been introduced. The labor scene 
will continue to be in the forefront of our na- 
tional drama for some time to come, and the 
pros and cons of our labor policy will be de- 
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bated with greater vigor than ever. If Dr. Metz 
had accomplished what he set out to do—‘‘to 
survey the general labor policy of the federal 
government in a systematic, analytical manner” 
(p. 3)—his book would prove invaluable in the 
important months to come in which our labor 
policy will be shaped. 

But Metz’s study demonstrates such a 
marked bias and lack of scholarship that it sheds 
little light on the major trends of our govern- 
ment’s labor policies. In less than three hundred 
pages the book attempts to deal with the vast 
scope of problems covered by the following 
chapter headings: “The Development of Na- 
tional Labor Policy,” “The Government and 
Concerted Action of Employees,” “Collective 
Bargaining and the Collective Agreement,” 
“The Government’s Policy toward Union Or- 
ganization,”’ ““The Government and the Labor 
Market,” “Union Preference, Wages, Hours, 
Child Labor, and Safety,” ‘““The Settlement of 
Labor Disputes,” and “Machinery for Adjust- 
ment of Wartime Labor Disputes.” 

Above all, however, Metz’s work is mislead- 
ing and inaccurate. His conclusions with respect 
to the policies of the National Labor Relations 
Board follow closely those of the House Special 
Committee, headed by Congressman Howard 
W. Smith of Virginia, which investigated the 
N.L.R.B. during 1939 and 1940. In scores of 
places throughout his book statements are made 
which are completely false and which are not 
supported by the citations listed by Metz. For 
example, in discussing the attitude of the Na- 
tional Labor Relations Board toward unaffili- 
ated unions, Metz concludes (p. 107): “If at the 
time an unaffiliated union is recognized, an 
affiliated union is seeking to bargain, there is a 
presumption that the unaffiliated organization 
is dominated,” and cites as authority the 
board’s opinion in the National Linen Service 
Corp. case (48 N.L.R.B. 171). No foundation 
whatever for any such “presumption” can be 
found in this decision of the board which, in- 
stead, details a host of unfair labor practices 
committed by the employer, among which was 
the payment of attorney’s fees of the Special 
Employees’ Committee which was found to be 
a company-dominated organization. 

The highly important decision of the United 
States Supreme Court in the Wallace case (323 
U.S. 248), is noted by Metz in these words 
(p. 109): 

In a recent case the Supreme Court sustained the 
Board in holding that an unaffiliated union with a 
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closed-shop contract was employer dominated, be- 
cause it refused to admit to membership leaders of a 
former CIO union The main evidence of domi- 
nation was the union’s refusal to admit to member- 
ship the leaders in the old CIO union. 


This analysis of the case finds no support in 
either the opinion of the Supreme Court or the 
decision of the N.L.R.B., and amounts to dis- 
tortion of the facts. The conclusion of domina- 
tion arrived at by the board (Matter of the Wal- 
lace Corporation, 50 N.L.R.B. 138) was based 
upon evidence of the participation of foremen in 
the formation of the unaffiliated organization 
and of the prominent role which was played by 
supervisory employees in the administration of 
its affairs. 

Metz also makes this statement (p. 146): 

Although the [National Labor Relations] Act ap- 
pears only to make closed-shop agreements permis- 
sible, the Board has taken a different view. In some 
cases it has held that an employer failed to bargain 
collectively where he refused to grant a closed shop 
when the union requested it. 


An examination of the two cases which he cites 
in support of this proposition (International 
Filter Co., 1 N.L.R.B. 489, and Uhlich and Co., 
26 N.L.R.B. 679), however, discloses that 
Metz’s contention is without merit. Thus, in the 
Uhlich case the employer at all times took the 
position that it did not consider the union a re- 
sponsible party and would never enter into a 
signed contract with the union, and, in addition, 
the board found that the employer refused to 
negotiate on many of the demands, including 
that for a closed shop, even though the union 
indicated a willingness to compromise on these 
issues. Similarly, in the International Filter case, 
the employer flatly refused to meet with the 
union and never gave the union an opportunity 
to propose anything. The board expressly found 
that “There is not an iota of evidence that the 
union representatives in this case proposed 
a closed shop as part of an agreement” 
(1 N.L.R.B. 499). 

Metz’s book contains so many errors and so 
much personal conviction and bias that it can- 
not be considered a valuable or scholarly work 
in the field of labor relations. There is still a 
need for objective and careful study in this field, 
in which there is much prejudice and bad tem- 
per but about which many of our citizens still 
dwell in darkness. 

LesTER ASHER 
Chicago, Illinois 





BOOK REVIEWS 


Supervising People. By Grorce D. HAtsey. 
New York: Harper & Bros., 1946. Pp. x+ 
233. $3.00. 

This is one of the best available books about 
foremanship for foremen. It is well organized 
and easy to read. Unlike the large spate of books 
which have been written on supervision, it goes 
beyond a mere listing of desirable qualities and 
explains how they may be best attained. The 
author takes the major functions of a foreman, 
defining them in the widest sense; analyzes some 
of their general aspects; and gives many practi- 
cal hints on selection, interviewing and testing, 
job evaluation, wage incentives, teaching, merit 
rating, improving methods and safety, counsel- 
ling, and correction. 

Of course, there are few supervisors who ex- 
ercise all these functions. As the scale of pro- 
duction has increased and personnel techniques 
have become more specialized, the traditional 
foreman’s functions have been taken over by 
higher-line management and staff specialists. 
The consequent reduction and delimitation of 
supervisory authority has been one of the im- 
portant reasons for the growing unionization of 
foremen. On the other hand, the attempt of 
companies to raise foremen’s status by teaching 
them a great many different subjects, all of 
which no one could possibly master thoroughly, 
has led to much confusion among supervisors, 
sometimes at the expense of their most impor- 
tant job, the quantity and quality of output of 
their subordinates. 

But it is doubtful how successfully a super- 
visor can be taught, apart from purely technical 
matters. In the field of human behavior, a super- 
visor acts mainly on the basis of his own experi- 
ence. The lessons which he has learned are gen- 
erally expensive. It is doubtful whether the 
teacher can really be scientific. In human rela- 
tions there is no “engine of thought,” which 
“enables its possessor to draw correct conclu- 
sions.” There is really no set of principles by 
means of which we can generalize from experi- 
ence and forecast men’s activities. The best that 
can be done is, perhaps, to say that under a cer- 
tain set of circumstances, carefully enumerated 
and described, a certain result did occur. It is 
toward the collection of such experience that 
Halsey’s book makes a worth-while contribu- 
tion. 

ERNEST DALE 


American Management Association 
and Columbia University 
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Seasonal Farm Labor in the United States: With 
Special Reference to Hired Workers in Fruit 
and Vegetable and Sugar-Beet Production. 
By Harry Scuwartz. (“Columbia Univer- 
sity Studies in the History of American Agri- 
culture,” No. 11.) New York: Columbia 
University Press, 1945. Pp. xii+-172. $2.25. 


An exchange of title and subtitle would in- 
dicate better the coverage and contribution of 
this study. The two specialized groups of sea- 
sonal, hired farm workers for which the author 
completed his studies before going into the 
armed forces are very important. This book pro- 
vides an excellent survey, summary, and inter- 
pretation of practically all data then available 
on them. It is unfortunate that the author was 
unable to cover other groups of seasonal farm 
laborers in the United States as he had originally 
planned. 

The chapter entitled “Workers in Sugar 
Beets” is the best part of the book, in this re- 
viewer’s opinion. It contains a condensed his- 
tory of the great expansion of sugar-beet pro- 
duction in the United States from 37,000 acres 
in 1898 to 750,000 in the past decade, with the 
bulk of production in California, Michigan, and 
Colorado. After the Tariff Act of 1897, the role 
of sugar-beet factories was important in stimu- 
lating production through contracting for acre- 
ages and guaranteeing minimum prices, guiding 
farmers in the successive steps of beet culture, 
and in often providing the seasonal workers re- 
quired for hand operations. 

In the last four decades a succession of vari- 
ous ethnic groups has provided the hand labor 
needed in early summer for blocking, thinning, 
and hoeing sugar beets, and in the fall for har- 
vesting. Chinese, Japanese, Filipinos, German- 
Russians, and other European immigrants were 
used. During the 1920’s, Mexicans and families 
of Mexican descent became the chief source of 
beet workers and, by 1939, made up 57 per cent 
of the contract beet labor. Many of the workers 
return to Texas or Mexico in winter and mi- 
grate north again in the spring. 

Workers in sugar crops were the only agricul- 
tural workers prior to wartime importation of 
foreign workers, who had minimum wages set 
by the federal government. Since the Sugar 
Act of 1937, sugar-beet (and sugar-cane) grow- 
ers to receive benefits have had to pay minimum 
wages determined as “fair and reasonable” by 
the Secretary of Agriculture after public hear- 
ings. While unionization of sugar-beet workers 
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has been limited, nevertheless the unions have 
represented the workers in these hearings and 
have been active in pressing workers’ claims for 
unpaid wages. The chapter on beet workers con- 
cludes with an account of the prospects for early 
mechanization in blocking and harvesting of 
beets, which may reduce greatly the amount of 
hand labor required. 

A comparable chapter on “Fruit and Vege- 
table Workers” approaches the one on beet 
workers in bringing together practically all 
available information. That the treatment is 
somewhat less complete is due mainly to a scar- 
city of adequate data and studies. Moreover, the 
diversity of the crops, labor practices, and com- 
position of seasonal workers in the numerous 
areas of fruit and vegetable production scat- 
tered widely over the country makes for a com- 
plex picture which defies simple description. 
Nevertheless, labor problems of these workers 
are well covered, especially those on the east 
and west coasts. 

A chapter on “The Economics of Fruit and 
Vegetable Labor” provides a careful and ob- 
jective examination of the forces operating to 
“shape grower-worker relationships in the sea- 
sonal labor market.”’ This includes a review of 
both grower and worker organizations and of 
the relative bargaining positions of growers and 
workers under different national economic situ- 
ations which affect the labor supply, prices, and 
wages. 

The last chapter summarizes what are likely 
to be the prospects for seasonal farm laborers 
after the war. The author states that their eco- 
nomic outlook does not seem very hopeful. 
They are at the mercy of cyclical drops in em- 
ployment and must expect a downward trend in 
demand for seasonal farm labor to result from 
further mechanization. He concludes: “As in 
the past, therefore, the chief postwar hope for 
farm workers must rest on the maintenance of 
nonfarm prosperity and of opportunities for es- 
cape from agricultural employment.” 


MARGARET JARMAN Hacoop 


Bureau of Agricultural Economics 
United States Department of Agriculture 


Problems of the Countryside. By C. S. Onwin. 
Cambridge: At the University Press; New 
York: Macmillan Co., 1945. Pp. 111. $1.25. 
This small book, by the author of The Tenure 

of Agricultural Land (1925) and The Future of 
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Farming (1930), contains much information on 
contemporary rural England. This information 
is skilfully assembled in an orderly analysis of 
the problems of the rural economy. The analysis 
accepts implicitly the necessity of a healthy 
countryside and leads to a number of recom- 
mendations for achieving this objective. The 
whole is presented in delightful literary form. 

The organization of the book consists of a 
preliminary chapter, in which Dr. Orwin con- 
trasts the vitality of the industrial town with 
the stagnation and decline of the countryside, 
followed by four chapters dealing with the prob- 
lems of land, village, local government, and 
rural life. The argument is best summed up in 
the statement that “‘what seems to be wanted in 
every phase of rural life and labour is a larger 
conception of every kind of organization.” 

In his treatment of the agricultural problem, 
Dr. Orwin is consistent with the position taken 
in his earlier books. Over the last two genera- 
tions the agricultural plant has suffered exten- 
sive deterioration and obsolescence. The small- 
farm unit is an anachronism. If it is to be main- 
tained, farming will suffer a further decline or 
will have to be “established permanently on the 
dole.” The alternative is reorganization and re- 
equipment of farm units. Dr. Orwin appears to 
feel that there is too much inertia in the indus- 
try and too little enterprise among landlords for 
the required effort and investment to be forth- 
coming. There remains “to resign the responsi- 
bilities of land ownership to the State.” 

The village is now too small to provide serv- 
ices comparable to those of the town; but the 
village must be maintained. Here the argument 
appears to rest on the assumption that the segre- 
gation of town and country people is socially 
undesirable and that the diversity and “bal- 
ance” of the village contributes to the national 
welfare. The solution, then, is repopulation of 
the villages. This is to be accomplished by 
planned decentralization of industry, the work- 
ers in industrial plants being housed in the sur- 
rounding villages. 

The present local government units require 
some reorganization, and there is need of some 
redistribution of functions and responsibilities. 
But Dr. Orwin argues mainly for a wider, region- 
al, financial approach so as to maintain uniform 
standards of services in urban and rural com- 
munities. The argument rests on the arbitrary 
nature of administrative boundaries, with re- 
sulting differences in costs of services; and the 
fact that “at the same time, the incidence of 
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taxation varies little between town and country, 
nowadays, the difference being in what is yielded 
in the aggregate rather than in what is paid by 
the individual.” 

The author is concerned solely with the Eng- 
lish countryside, but the basic similarity of the 
“rural problem” in other countries lends gen- 
eral interest to the book. Although Dr. Orwin re- 
gards highly the values which he finds in rural 
life, he is no “fundamentalist.” He turns his 
back on quasi-solutions, such as small holdings, 
settlement schemes, handicrafts, subsidies, and 
the like, and treats the problem as one of facili- 
tating adaptation to changing techniques and 
social concepts. This viewpoint makes his book 
a stimulating one. 

ANDREW STEWART 
University of Alberta 


The Future of Farming in South Africa: Includ- 
ing Comments on the Report of the Reconstruc- 
tion Committee of the Department of Agricul- 
ture and Forestry on the “Reconstruction of 
Agriculture.” By UNIon oF SoutH AFRICA, 
SOCIAL AND Economic PLANNING COUNCIL. 
(Report No. 4.) Pretoria, South Africa, 1944. 
Pp. 28. 2s. 

This report, submitted by the Social and 
Economic Council to the prime minister of the 
Union of South Africa in August, 1944, is in four 
parts: “I. Introduction”; “II. Description of 
the Farming Industry of South Africa”; “III. 
Farming Reconstruction”; and “IV. Main Con- 
clusions and Recommendations.” 

Although much of the report consists of an 
evaluation of another report, Reconstruction of 
Agriculture, previously issued by the Recon- 
struction Committee of the Department of Agri- 
culture and Forestry, the council also consid- 
ered evidence obtained from other sources. The 
council frequently takes issue with the Recon- 
struction Committee in its interpretation of 
causal factors and in its recommendations for 
corrective measures. 

Part II of the report presents a gloomy pic- 
ture of the present status of South Africa’s agri- 
culture. South Africa is a poor arable country, 
and its vegetation provides poor grazing be- 
cause of highly seasonal and erratic rainfall. 
Crop yields per acre and per agricultural worker 
compare very unfavorably with those in other 
countries. The council courageously states that 
South Africa’s patrimony has been badly mis- 
managed: “It is the exception to find farms 
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where the pastures have not been overtaxed, 
where soil fertility has not been prejudiced, and 
where soil erosion has made no start’’ (p. 3). 
Such technical improvements as have been 
adopted have been outweighed by deterioration 
of the soil as a result of single-cropping and ero- 
sion. Much land has been rendered unsuitable 
for cultivation and grazing. The whole process is 
accelerating. 

According to the council, the main reasons 
for this alarming state of affairs are undue con- 
centration upon systems of farming that con- 
flict with the balance of natural factors, over- 
valuation of farm lands, and reduction in the 
size of farms. South Africa’s government con- 
trol policies have been an important factor in 
encouraging the production of cash crops in un- 
suitable areas. The council is very critical of the 
extensive powers over imports and exports, 
marketing facilities, and producers’ and con- 
sumers’ prices exercised by the marketing con- 
trol boards. Large numbers of South African 
farmers (both European and native) are woe- 
fully ignorant of good farming practices. Past 
education work among farmers has been both 
inadequate and ineffective and has failed to 
reach those groups of farmers most in need of 
guidance. 

In Part III the council considers remedial 
measures. The council, while agreeing with the 
Reconstruction Committee upon the need for a 
greatly expanded educational! program, finds 
that the committee’s recommendations do not 
go far enough. The growing gravity of the situa- 
tion demands heroic immediate measures, as 
well as the long-time beneficial effects of educa- 
tion and propaganda. Nationalization of farm 
lands and government control over land values 
offer no solution or mitigation of the problem. 

The council’s recommendations, presented in 
Part IV, deal with policy and the means of ef- 
fectuating policy. Immediate policy should em- 
brace limitation of private farming in badly 
eroded areas; classification of South Africa into 
a number of more or less homogeneous areas; 
development of systems of farming for each 
area, designed to maintain and improve fertility 
as well as to provide satisfactory farm incomes; a 
considerable expansion of mechanization and of 
electric power for rural areas; and alignment of 
prices of agricultural products with world prices. 
Long-time policies should aim at encouraging a 
reduction of the population in agriculture and 
in expanding vocational education in agricul- 
ture. 
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The council recommends a thoroughgoing re- 
organization of South Africa’s Department of 
Agriculture and Fisheries. Research and educa- 
tional facilities should be greatly expanded. Re- 
gional directors should be appointed for each 
major farming area to devise sound farming 
systems adapted to natural conditions. Land 
use in each area should be prescripted. Although 
the council is opposed to capital subsidies, it be- 
lieves that farmers should be encouraged to 
adopt prescripted practices (adapted to indi- 
vidual farms) by means of subsidies based upon 
compliance. During the period of transition, at 
least, income subsidies should also be provided 
for underprivileged farm families. Subsidies are 
deemed necessary because of the urgency of the 
situation and because experience has shown that 
farmers will not adopt better farming practices 
unless there is some immediate economic in- 
centive. 

This very able and courageous report could 
well be studied by persons interested in agricul- 
tural policy in the United States. Undoubtedly, 
there will be some disagreement over details of 
conclusions and recommendations. Neverthe- 
less, the broad and objective approach to the 
problem and the healthy skepticism over the 
wisdom of past and existing government con- 
trols over agriculture is most refreshing in these 
days in which governments in many countries 
are assuming ever widening control over eco- 
nomic life. 

J. M. TINLEY 
University of California 


The Kentucky State Budget System. By James W. 
MARTIN and VERA Briscoe. (University of 
Kentucky College of Commerce, Bureau of 
Business Research, Bull. 11.) Lexington: 
University of Kentucky Press, 1945. Pp. 103. 
$0.50. 


This monograph contains a thorough and 
comprehensive discussion of the development 
and present status of Kentucky’s state budget 
system. In their critical examination of the 
Kentucky system the authors have drawn liber- 
ally from standard works on the subject and 
have made frequent reference to features of 
budgetary practices in other states. The study 
appraises every major feature and most minor 
details of budgetary administration in Ken- 
tucky in the light of accepted principles of 
sound budgetary practice. 


The organization and scope of the report are 
well adapted to the subject under discussion. A 
brief introductory chapter defines the terms 
“budget,” “budget development,” and “budg- 
et systems” and outlines the scope of the study. 
The second chapter traces the historical devel- 
opment of the Kentucky budget system from 
its crude beginning in 1918 to the modern sys- 
tem established by the legislation of 1934 and 
1936. A third chapter on the current concept of 
budgeting is followed by chapters on the formu- 
lation of the budget, the budget document, au- 
thorization of the budget, and execution of the 
budget. From the subjects included, it is ob- 
vious that the budget is properly regarded as 
the key instrument of financial administration. 
The discussion emphasizes, however, that ac- 
counting, auditing, and reporting are important 
links in the financial administration chain. 

Kentucky is one of the thirty-nine states 
that have the executive type of budget. Since 
the legislation of 1936, the principal budgetary 
functions have been centered in the Division of 
the Budget in the new Department of Finance. 
The point is made early in the report that the 
budget should be considered broadly as a work 
program and not merely as a financial control 
device. For the most part, Kentucky is now 
equipped with good budgetary machinery, but, 
like a large majority of states, it has no facilities 
for independent studies of administrative or- 
ganization and management and is therefore 
handicapped in making constructive suggestions 
for improvements in the management of the 
public business. 

A second major defect in the administration 
of the budget is that, because of the earmarking 
of taxes and other receipts, about 60 per cent of 
total expenditures is not made in strict accord- 
ance with the principles of budgetary control. A 
third defect results from the fact that the com- 
monwealth has not provided the Division of the 
Budget with an adequate staff of skilled person- 
nel to engage in continuous planning and to 
ascertain the financial needs of the operating 
agencies. 

Perhaps the greatest achievement of the sys- 
tem is the approval without modification of the 
proposed expenditures by the General Assembly 
in recent years. Since 1936 the general appro- 
priation bill has been enacted each year practi- 
cally without dissent. This accomplishment is 
attributed largely to the unofficial practice of 
consulting freely with the Legislative Council in 
the preparation of the budget. The function 
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might be better served, however, by a budget- 
ary commission similar to that of Illinois, which 
comprises the chairmen of the appropriations 
committees of the two houses and other legis- 
lators. 

No major aspects of the subject are omit- 
ted, and most of the minor details are treated 
adequately. This reviewer would have preferred 
a more extensive treatment of centralized pur- 
chasing and fiscal reporting, but any lack of 
emphasis on these subjects is of minor impor- 
tance. The study represents a valuable contribu- 
tion to the literature on the subject. Because of 
its emphasis upon basic principles of budgetary 
administration, its usefulness extends far be- 
yond the boundaries of the commonwealth of 
Kentucky. 

H. K. ALLEN 
University of Illinois 


La Statistique dans la production et les échanges. 
By Anpré Bérarp. Preface by ROGER 
Picarb. (“Bibliothéque générale d’économie 
politique.”) Paris: Marcel Reviére & Cie, 
1939. Pp. 173. 

The work of statistical bureaus of various 
countries has resulted in an enormous and rap- 
idly growing collection of ‘economic data” of all 
kinds. Much of the material is obtained simply 
on the principle that the data-collecting agen- 
cies “look around” in the various fields of eco- 
nomic activity in search of observable facts that 
appear interesting enough to be registered. 
Clear definitions of the purposes in collecting 


the data are often lacking. The activities of the 
various statistical bureaus, therefore, become a 
new object of research: research to find out 
whether certain data measure what they are in- 
tended to measure, as well as general specula- 
tions concerning the possible “meaning”’ of the 
data that the various statistical agencies happen 
to collect. The field represents, it seems, an 
almost inexhaustible source of material for 
books of the “‘critical-survey-of-statistical- 
data” type. 

The present book is a French example of this 
type of survey. It describes in popular terms the 
pre-war procedures of collecting material for 
price indices and data on domestic production, 
on foreign commerce, on family consumption, 
etc. The book also contains a few remarks on 
more theoretical questions, such as the meaning 
of index numbers, the danger of using averages 
except in conjunction with measures of disper- 
sion, principles of graphic representation, etc. 

The apparent purpose of this book is to ex- 
plain to a more general, intellectual public how 
the various official statistical series are being ob- 
tained and how they might be interpreted. The 
extensive use of statistical information in cur- 
rent political debates, labor disputes, etc., 
makes such a popular explanation a valuable 
service. Foreign readers, interested in using 
French statistics for the purpose of research, will 
find the book a help in judging the reliability of 
the available data. 


TRYGVE HAAVELMO 


Cowles Commission 
University of Chicago 
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